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PEEFACE 


A RECENT computation showed $34^763,000^000 par value 
of securities issued by American railway and industrial cor- 
porations and now outstanding. These securities have been 
originally employed in obtaining capital for enterprises or- 
ganized under the corporate form, or in enabling the owners 
of properties, or the promoters and financiers of new projects 
to realize their profits, or to distribute to the owners of cor- 
porations the accumulated profits of the past, or in exchange 
for other securities which it was found necessary to retire. 
The amount of income which these corporations receive is 
estimated at $4,572,000,000. An increasing share of Ameri- 
can property is represented by stocks and bonds. An in- 
creasing proportion of American income is taking the form 
of interest and dividends. 

The enormous and increasing values and profits repre- 
sented by American business corporations have attracted gen- 
eral attention to corporate activities. The problem of cor- 
poration regulation is perhaps the leading issue of the day. 
Each of the leading political parties is committed to pro- 
grams of corporation control, particularly in the field of pub- 
lic-service corporations. Many laws have been passed to 
supervise the activities of corporations, to control the admin- 
istration of corporate income and expenses, and to limit capi- 
talization. One of the most important elements of our eco- 
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nomic life, the business corporation, is being taken under the 
direct supervision of the Government. 

Corporation Pinance '' aims to explain and illustrate the 
methods employed in the promotion, capitalization, financial 
management, consolidation, and reorganization of business 
corporations. Of necessity, the treatment of this extensive 
subject can, in no part, be exhaustive. A volume as large as 
this could be, and I hope will be, written by investigators upon 
the subject outlined in each chapter. hTeither have I at- 
tempted to deduce from the facts of Corporation Finance any 
new laws or principles. All that I have tried to do is to de- 
scribe in as much detail as the subject permits, the methods 
employed in Corporation Finance, to indicate the working 
rules of procedure and management which govern these meth- 
ods, and to show some of the dangers which lie in ignorant and 
careless financial management. 

The treatment of the subject follows the natural line of 
corporation development. We begin with the investigation of 
a business proposition. Control of this proposition is secured 
by a promoter, a financial plan prepared, the cooperation of 
bankers secured, and the securities are sold. The next group 
of problems encountered relate to the management of the cor- 
porate income in order that a regular rate of distribution of 
profits may be made by the directors to the stockholders. The 
methods of obtaining new capital, directly by the sale of 
securities and indirectly by consolidation with other com- 
panies, are then examined. The last part of the book deals 
with the procedure in corporation bankruptcy, and with the 
reorganization of the capital accounts of both solvent and in- 
solvent corporations. 

The material of the book has been mainly taken from the 
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Commercial and Financial Chronicle. Much of the mate- 
rial has been included in the text in its original form, I have 
reproduced three chapters from my Trust Finance entire, 
and have made large use of the lectures on Corporation Fi- 
nance delivered in the Harvard School of Business Adminis- 
tration in 1908-1909. I have to especially acknowledge my 
indebtedness to my friend Dr. Thomas Conway, Jr., of the 
Wharton School staff, who has rendered to me valuable as- 
sistance throughout the preparation of this book, of which I 
desire to record my grateful appreciation. I wish also to 
thank Mr. H. Edgar Barnes, of the Philadelphia Bar; Mr. 
Ben Loeb, of Sutro Brothers and 'Company, Hew York; Mr. 
Milton W. Lipper, of Arthur Dipper and Company, Hew 
York; Mr. Poland L. Taylor, of the Philadelphia Trust, Safe 
Deposit and Insurance Company; and Mr. George Stevenson, 
of Sailer and Stevenson, Philadelphia, for advice, suggestions, 
and assistance. I wish that space permitted me to record the 
names of a large number of my friends and acquaintances who 
have placed their time at my disposal. Mr. Albert Hill and 
Mr. A. W. Taylor have greatly helped me in the work of 
revision and proofreading. 

I have inscribed this book to Professor J. Laurence Laugh- 
lin, of the University of Chicago, as a tribute of my appre- 
ciation of his work as a teacher. 


B. S. M. 



PREFACE TO SECOND EDITION 


In the second edition of Corporation Finance a place has 
been made for a discussion of the problem of Capitalization^, 
the chapter on Holding Companies has been rewritten in the 
light of the recent decisions by the Supreme Court by which 
the Oil and Tobacco combinations have been dissolved, and 
additional material on Sinking Funds has been included. 

E. S. Mead. 


PREFACE TO THIRD EDITION 


In the third edition of Corporation Finance in place of 
the discussion of the Promotion of the Trust has been inserted 
a brief summary of the nature and the structure of the busi- 
ness corporation. Chapters IV and V on the Materials of the 
Financial Plan, have also been enlarged and in Chapter XXIX" 
the discussion of the financial development of the holding 
company and the methods of its regulation has been amplified, 
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PEEFACE TO FOUETH EDITION 


In the fourth edition of Corporation Finance, a place 
has been made for a more extended discussion of preferred 
stock, and of stock without par value. The place of bank 
loans in corporation finance has been more fully developed, 
also the subject of sinking funds and serial bonds. In con- 
nection with the sale of speculative securities, there is a dis- 
cussion of ^‘blue-sky’’ legislation and of the activities of 
the Post Office Department in checking the sale of fraudu- 
lent securities. Under the head of the ‘‘Distribution of 
Surplus,'^ a synopsis of the decision of the United States 
Supreme Court in the Stock Dividend case is given. A 
summary of the Boyd case, which has seriously modified the 
treatment of unsecured creditors in reorganization, is in- 
serted as an appendix. 


E. S. Mead. 
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CHAPTEE I 
INTEODUCTION 

Every day of the year mimerous opportunities for the 
production of wealth are being brought forward, deposits 
of minerals are discovered, franchises obtained, patents 
granted. Railway extensions are constantly bringing new 
land, timber, and coal into the market. Increasing popu- 
lation offers a basis for water, light, and transportation 
plants. New inventions stimulate new wants, and these 
wants in their turn produce new means of satisfaction. 
The automobile, sanitary plumbing, tropical fruits, electri- 
•cal household appliances, the delicatessen, the multiplica- 
tion of outer garments and footwear, the popular magazine, 
the movies, the resort hotel, Chautauqua, are only a few of 
the modern innovations which are now regarded as necessi- 
ties to decent existence. Human wants are indefinitely 
extensible. The luxuries of one generation become the 
necessities of the next, and upon their heels come crowding 
a host of new luxuries destined in their turn to rise to the 
xank of necessities. 

Population is also rapidly increasing by immigration. 
This increase in population is gathered into cities and towns, 
requiring the provision of elaborate and costly transporta- 
tion systems, and making increasing demands upon the 
productive power of the nation to feed, clothe and house 
them. In so-called ‘‘good” times and in bad, the increas- 
ing pressure of human desire is operating to call into being 
new industries and to enlarge the old. At the basis of all 
industry lies the production of power and in this field we 
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find abundant illustration of the multiplication of oppor- 
tunity for the production of wealth. "We have the mechani- 
cal forced draft and the mechanical stoker, the use of 
pulverized fuelj to burn a low grade fuel, we have im- 
proved boiler and grate construction; elaborate apparatus 
for testing the efficiency of fuels and boilers and various 
■compounds designed to purify the water used for the pro- 
diretion of steam. An examination of recent security offer- 
ings in the Commercial and Financial Chronicle shows the 
great diversity of industrial development and the present 
direction of industrial interest. Here we find automobile 
manufactures; automobile parts and bodies; wire prod- 
ucts ; shipbuilding ; syrups ; electrical appliances ; soft 
drinks; sugar; chewing gum; phonographs; men’s cloth- 
ing; agricultural machinery; fertilizers; fisheries; retail 
chain” grocery stores; wholesale distributing of coal; 
musical instruments; rubber goods; railroads; railway 
equipment ; electric light and power plants ; municipal im- 
provements; woolen goods; electric traction; gold and 
platinum mining, and urban and farm land development. 
Each of these issues was designed to raise money for some 
form of productive enterprise: to supply some new want 
or to increase the means of satisfying old wants. 

"We have an illustration in a railroad replacing a wooden 
trestle with a steel bridge. Over this bridge it can run a 
heavier train load, which it obtains by the lower rate which 
the decrease in operating cost resulting from the heavier 
train load makes possible. The lower rate enables the 
farmer to turn a part of his grazing land into wheat, and 
so eventually the $50,000 invested in the railway bonds 
has increased the supply of wheat on the world’s market. 
This increased production of wealth was made possible by 
the purchase of the bonds which the investor bought be- 
cause, out of their increased earnings, the railroad could 
pay him four per cent interest. Without investment in- 
creased production would be impossible. Upon the in- 
vestor rests the responsibility of adding to the wealth of 
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tlie world. As he directs his funds to railroads, cotton 
mills, irrigation, or shipbuilding, the productive energy of 
society is exerted in this or that field of enterprise. 

This office of investment is variously performed. Men 
may invest or capitalize their own savings. The farmer 
devotes one thousand dollars, half the proceeds of his last 
wheat crop, to the purchase of nitrate fertilizer. The New 
England cotton manufacturer invests his surplus earnings 
in a South Carolina mill where cheap power, labor, and ma- 
terial invite development. The Bessemer steel maker adds 
an open hearth furnace to his equipment and takes ad- 
vantage of a local supply of scrap. The Pennsylvania coal 
operator or lumberman buys the cheap coal and timber 
land of the South. Every successful producer is continually 
devoting his surplus funds to. enlarge his enterprise along 
lines with which he is familiar as competition compels or 
as opportunity presents for greater profits. The producer 
often branches out into other fields, as when the farmers 
of a locality erect a flour mill or a sawmill, or open a stone 
quarry, or a carriage maker engages in the manufacture of 
automobiles, or a railroad si^ends a portion of its surplus 
in purchasing a coal property on its line. By such invest- 
ments producers extend their business out of their profits 
and with their own funds. 

Every industry is constantly growing from within — as 
the biologists say, by intussusception — out of the profits of 
the past, and individual producers are making ventures of 
their money into untried fields in enterprises where they 
alone stand to win or to lose, and where they act from per- 
sonal knowledge of the opportunity. 

There is a second class of investors which may include 
some of the first class but w^hose members are actuated by 
different motives and who act in a different way. These 
persons are also in possession of surplus funds from the 
employment of which they wish to obtain a profit, and they 
are ready to buy the stock of any corporation which gives 
them the assurance of satisfactory returns. They are in 
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the market for any seenrities which they consider to be 
safe and profitable investments. The members of this class 
are not, as a rule, in close touch with the industries whose 
securities they buy. A leather merchant invests in steel, 
a banker in railroads, a retail dealer in mining stock, not 
because he desires to identify himself with the business in 
which he invests, so far as to give it his close personal 
attention and to assist in its management, but solely that 
he may share in its profits. Included in this class are in- 
vestment institutions and managers of trust funds, who 
take no active part in the numerous enterprises whose 
securities they hold and who may know, indeed, little or 
nothing about the business. 

The importance of this vicarious interest in industry is 
steadily increasing. Production is each year being carried 
on on a larger scale, and it becomes increasingly difficult 
for a few men to combine a sufficient amount of capital for 
the inauguration of a new enterprise or the development of 
an enterprise already established. Twenty years ago a few 
thousand dollars would build a sawmill. A half dozen 
farmers, by combining their savings, could start in the 
lumber business. To-day a well-equipped sawmill may cost 
$100,000, and added to this may be the expense of per- 
haps twenty miles of railroad to reach the timber. The 
assistance of outside capital is becoming every year more 
essential to the development of any industry or the ex- 
ploitation of any resource. 

A very good example is this: The Pennsylvania Rail- 
road Company owns a majority of the stock of the Long 
Island Railroad Company which completely dominates 
Long Island. Long Island is largely vacant territory. 
With Long Island brought into direct contact with Man- 
hattan, it could reasonably be expected that a large number 
of people would move from Manhattan into Long Island, 
increasing the population of the towns of Long Island, 
manufacturing enterprises would spring up along the 
lines of the Long Island Railroad, and a dense population 
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would eventually be settled in tbe eastern end of the 
Island. The Long Island Railroad would naturally supply 
the means of transportation to this population, and the 
Pennsylvania would profit from the dividends on its inter- 
est in the Long Island Railroad Company, and also to the 
Pennsylvania would come the transportation of most of 
the freight which that large population would use. There 
has been some advantage, though very slight, from the 
passenger traffic west-bound from Long Island, and also 
a certain advertising value connected with the building 
of a beautiful terminal in the center of Manhattan. This 
was a very large enterprise. While its outlines were clear 
and its success seemed assured, it could not be carried 
through out of the profits of the Pennsylvania Railroad. 
For the completion of the work, which cost over one hun- 
dred million dollars, the Pennsylvania Railroad Company 
has raised a large amount of money through the sale of 
stocks and bonds, besides appropriating considerable sums 
out of its surplus. In order to get money together for 
large undertakings of this character, it is necessary to draw 
upon the funds of a large number of investors, and espe- 
cially upon financial institutions; trust companies, insur- 
ance companies, and savings banks, which are great reser- 
voirs of investment funds. 

The investor is appealed to to furnish funds for two 
classes of enterprises : those which are already in existence, 
and new enterprises which are to come into existence 
through the money he advances. The investor will not 
look up new schemes of investment for himself. He will, ^ 
however, buy securities which are offered to him when they 
are properly presented, for the purpose of increasing his 
interest on his capital. The proprietors of this outside 
capital know little about the technical aspects of the in- 
dustries into which they put their money. They are ac- 
quainted wdth these industries merely as sources of profit. 
If they can be given satisfactory assurances that profits 
will be forthcoming from a proposed development, they are 
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willing to invest money to that end. They will not, how- 
ever, devote themselves to searching out and preparing 
the propositions into which, when once discovered and pre- 
pared, they are willing to put their money. 

This attitude of the general investor brings forward the 
promoter whose function in industry is that of discovering 
investment opportunities, forming companies to develop 
these opportunities, and selling the securities of those com- 
panies to obtain funds for development. The function of 
promotion involves three stages : first, the discovery of the 
proposition ; second, the assembling of the proposition and 
third, the presentation of the proposition. 

The work of the promoter may be explained by describ- 
ing the promotion of two enterprises : a small coal company 
in Western Pennsylvania, and the industrial combinations, 
commonly known as ^‘'trusts,’' which have now absorbed a 
large portion of our productive industry. 

Western Pennsylvania is underlaid with great sheets of 
bituminous coal. It contains one of the most important 
fuel reserves of the United States. The coal is generally 
of good quality, and it is accessible to the largest markets 
in the country. A large number of mining propositions, 
most of which have, since their inauguration, been consoli- 
dated under the ownership of a few corporations, have 
been developed in this region. The law gives the owmer 
of land the right to all the minerals which may be found 
beneath its surface. The land under which this coal lies 
is poor farming land, situated usually in narrow valleys 
intersected by streams which have excavated deep channels 
offering easy access to coal seams whose outcroppings are 
exposed on the banks and hillsides. This land is owned in 
tracts varying from ten acres up to three hundred acres. 
Many of the farmers mine coal for their own use and for 
local sale. A large number of country banks’’ are found 
where, with primitive appliances, a considerable amount 
of coal is extracted. The sale of this coal is restricted to 
the immediate neighborhood since, in the absence of n 
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large mining deyelopmentj railway facilities would not be 
provided. 

Such a region may attract the attention of bankers or 
capitalists who are interested in the development of coal 
propertieSj and they will organize a syndicate for its de- 
velopment. The syndicate will be organized, in much the 
same manner as a partnership association, under the terms 
of a syndicate agreement, whereby the subscribers asso- 
ciate themselves into an organization which it is agreed 
shall be managed by one or more of their number known 
as '^S^mdicate Managers,’’ and agree to pay into a common 
fund a certain amount of money to be used in the develop- 
ment of a certain enterprise. Some part of this money 
may be borrowed by the syndicate; a larger amount is 
usually borrowed by the members. We shall, in a later 
chapter, consider the organization and administration of 
syndicates in detail; for our present purpose, this brief 
description will suffice. The syndicate having been organ- 
ized, a call is made upon the members for a small per- 
centage of their subscriptions for preliminary expenses. 
The syndicate is now ready for operation. 

Some of their number will have received a considerable 
amount of information concerning the possibilities of the 
coal mining development under consideration, either from 
a local promoter or from some other source. The local 
promoter is usually a small lawyer or rural capitalist whose 
ambition outruns his means, and who may have spent some 
money in preliminary surveys and examinations, the re- 
sults of which are communicated to some banker or min- 
ing official who has command of the necessary capital, and 
who can, with his associates, develop the possibilities of 
the proposition. At this point, the promoter, usually so- 
called, namely the local man who has introduced the propo- 
sition to the capitalist, passes out of the narrative. He 
may be paid a certain amount of cash for the work he has 
done, or may be allotted a small interest in the syndicate, 
which secures him in the possession of a small amount of 
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the stock which the company to be organized may issue. 
He is not apt to be a very important factor in the future 
development of the proposition. 

Starting with this preliminary information, the syndi- 
cate now has a thorough examination made of the property 
which they propose to develop. Engineers are sent into 
the field to furnish the necessary technical information 
upon which the proposition must be based. From the 
reports of these engineers, it will be determined whether 
the coal seam is regular, or faulted and broken, requiring 
a large amount of expensive rock excavation for large 
development, also if the proposed mining operation will be 
self-draining, or if pumping machinery must be installed; 
the percentage of sulphur and silicon which the coal con- 
tains, its properties as a coking coal out of which a coke 
can be made which will stand up under heavy burdens in 
the blast furnace. Surveys will also be made of the pro- 
posed railroad without which commercial coal production 
is impossible. The cost of mining development and of 
railway construction will be determined as accurately as 
possible. At a cost of perhaps $5,000, the syndicate can 
gain approximately exact information concerning the 
physical features of the proposition. 

In addition to the information received from technical 
experts, although engineers usually assume to work in this 
field also, the financial aspect of the proposition is care- 
fully considered. In a thorough investigation of a coal 
mining proposition, the price per acre at which the land 
can be purchased, the rate of freight charged by the con- 
necting railroads, and the prices which can be obtained for 
this grade of coal in the different markets must be deter- 
mined. Other considerations to be taken account of in- 
clude the labor situation of the region, especially the 
strength of labor organizations, the laws of the State regu- 
lating the company store; and the attitude of the railroads 
toward a new mining enterprise— whether they will be 
helpful or indifferent. 
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After all this data has been gathered and collated, a de- 
cision may be reached to go forward, or the proposition 
may be abandoned because of the disclosure of unfavorable 
factors not revealed by the preliminary investigation on 
the basis of which the syndicate was organized. This ini- 
tial investigation of a proposition, the disclosure of all 
the factors, favorable and unfavorable, affecting its ulti- 
mate success, must be thoroughly carried through or the 
enterprise is doomed to failure. 

The countless disappointments in the development of 
new enterprises of all kinds are due, not so much to abuses 
of management or mistakes in capitalization, as to imper- 
fec t investig ation reaching wron g conclusio ns as .. t.a.,.iusi- 
ness possibn ities . "So-called investigations made by local 
promoters are in most cases worthless. Their interests are 
so deeply involved in putting the best face possible on a 
scheme that both their observations and their deductions 
are of little value. Even the investigations of so-called 
experts” are open to serious question. The expert 
views are also colored by his interests since he is often, 
apparently, employed not so much to keep his principal 
out of an investment as to confirm his principal’s judg- 
ment that the enterprise will be successful. 

There is in the neighborhood of a large Eastern city a 
suburban railroad running out about twelve miles from a 
terminal station at the end of a city transportation line 
through a number of fashionable suburban towns, parallel- 
ing throughout its entire distance the main line of a large 
and well managed steam railway company. The fate of 
the company which constructed this line furnishes an ex- 
cellent illustration of the blunders into which supposedly 
competent investigators are likely to fall in examining a 
business proposition. The syndicate which promoted this 
enterprise and which completed it with its own money, no 
securities being offered to the public, employed engineers 
of high reputation to examine into the cost and traffic of 
the enterprise. The line was accurately surveyed, esti- 
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mates were made of the cost of obtaining ground for a 
private right of way, and options were secured on a large 
amount of real estate for the development of suburban 
towns. 

The engineers also addressed themselves to the possi- 
bilities of traffic for the new line based on the population 
then in existence. The experience of interurbaii railroads 
in the West, where the experience of these experts had 
been gained, has been that a high-speed interurban line 
divides traffic with the steam line. It is usually assumed 
that, from an estimate of the traffic on the steam line, it 
will be possible to approximate the number of passengers 
which will be drawn away to the electric road. The en- 
gineers in this case followed this method. They made 
careful computations of the traffic at each one of the sta- 
tions on the line of railroad which their line was to parallel, 
and on the basis of this traffic they made an estimate of 
the traffic to be gained by the suburban line. Their esti- 
mates were accepted and the line was built, about three 
and a half million dollars being provided by the syndicate. 

No sooner was the new line put into operation than it 
was discovered that the engineers had made serious blun- 
ders in their calculations. The people of the towns through 
which the new line ran were entirely satisfied with the 
service furnished them by the steam line which landed 
them in the heart of the city. The new suburban line, on 
the other hand, would only give -them a connection with a 
city line, necessitating a change of cars at considerable 
inconvenience. The class of people who were expected to 
patronize the new road are well-to-do. To them, the ad- 
vantages of saving a few cents in fare, and the more fre- 
quent service offered by the electric line were of no con- 
sequence. The traffic of the new road proved a sore dis- 
appointment to its promoters. It failed from the begin- 
ning to pay its fixed charges, and for a time even its oper- 
ating expenses were not earned. In 1908 its net deficit ’ 
was $176,194. It was eventually sold at less than one third 
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of the amount of money invested in its construction; an 
expensive extension was built to make it profitable. Its 
original projectors, who blundered, have not participated 
in its success. 

The difficulty in obtaining accurate information con- 
cerning the merits of the propositions which are brought 
to the attention and which arouse the interest of active men 
of affairs, has led to the development of a new type of 
promoter whom we will call, for lack of a better term, the 
promoting engineer. The promoting engineer is a firm or 
corporation engaged in the business of building trolley 
roads, power plants, railroads ; doing all kinds of engineer- 
ing and construction work within a certain field. They 
have a certain capital — the capital of some engineering 
firms runs into the millions — and they can borrow several 
times the amount from banks. They build up a permanent 
organization of engineers, chemists, accountants, and, in 
some cases, lawyers. 

The engineering concern wishes to keep its organization 
constantly employed. Among its clients are bankers and 
capitalists who seek their advice on the merits of proposi- 
tions. If their opinion is favorable, they are likely to ob- 
tain the engineering work. Usually, in such a case, they 
include the fee for investigation in their engineering com- 
mission. As a result of these inquiries and employments, 
the engineering concern in time advances to the investiga- 
tion and presentation of propositions of their own. They 
have no lack of opportunities for independent effort of 
this kind. Large numbers of propositions are thrust upon 
them from which they can choose those which seem prom- 
ising. If, after a preliminary investigation of a project, 
the engineers consider it worth undertaking, they secure 
the necessary options, and present the scheme to bankers 
and capitalists with whom they are connected. 

A proposition submitted by an engineering concern of 
repute and authority in their chosen field will receive re- 
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speetful attention from the banker who recognizes that the 
engineer's interest is not primarily to take part in the pro- 
motion, but to secure employment for himself and his or- 
ganization, and to make his regular engineering profits. 
The engineer may also, in order finally to convince the 
banker, take part in the financing of the enterprise. He 
may acquire an interest in the syndicate which he proposes 
should be organized for its development. This interest the 
engineer will dispose of, should opportunity offer, even if 
he has to sell it at cost, either to the members of the syndi- 
cate, or to outside interests with the consent of the mem- 
bers of the syndicate. The engineer is not in the banking 
business, save incidentally and to obtain new business for 
himself. A usual condition of his participation in the 
flotation is that he should be given the supervision of the 
construction. The engineer may go a step farther and 
supervise the operations of the electric railway or gas 
plant during its initial stages. He assumes these duties, 
as a rule, with the cordial approval of the bankers. They 
are glad to secure, in this manner, an assurance of re- 
sponsibility and competent management which the engi- 
neer is qualified to furnish. 

The promoting engineer possesses advantages over any 
other kind of investigator, from the standpoint of the 
banker who advances the funds to make new enterprises 
possible, in that the engineer’s interest is on the side of 
thorough investigation, economical construction, and care- 
ful management. Especially when the engineer shares the 
risks of the undertaking, is the banker glad to defer to his 
judgment and to invest money in the projects which the 
engineer indorses. There are a large number of engineer- 
ing concerns of this character in the United States. One 
of the largest, the Stone & Webster Corporation of Boston, 
has gone so far as to develop a banking department in 
connection with its engineering work, through which it 
sells the securities of its own enterprises. The importance 
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of thorough investigation is now so generally recognized 
that alliances of this character between engineers and 
’cankers may be expected to become general. They are 
usually found more satisfactory than when the engineer 
is employed by the banker in an expert capacity. 



CHAPTEE II 


THE WORK OF THE PROMOTER 

After the investigation is completed, if it is decided to 
proceed, the next step is to assemble the proposition. By 
assembling is meant the securing of control of the property 
or rights upon which the proposition must be based. There 
are two methods of getting a property under control. The 
first is to buy it and the second is to buy the right to buy 
it, in other words, to secure an option upon it. Outright 
purchase is for the promoter usually impossible, especially in 
the case of new enterprises which are to be financed by the 
sale of securities to investors. The money to develop the 
enterprise must first be obtained from bankers who will 
reimburse themselves by selling the securities to their cus- 
tomers. Bankers will not undertake to advance large amounts 
of money for the development of a scheme until there is a 
definite proposition put before them. They will not, for 
example, set aside $1,000,000 of their funds to develop a 
water power proposition until all the lands adjacent to the 
water power, and which are necessary for its development, 
have been secured. A part of this money the bankers may 
have to borrow. They will not undertake these responsibil- 
ities merely to encourage the promoters to make an earnest 
effort to get the proposition together. The promoters must 
give them definite assurances that all the property necessary 
is under their control before the bankers will tell them 
whether they are prepared to advance the necessary funds. 
As for the promoters themselves to purchase the property, 
even if they have the money, they cannot afford to risk it in 
14 
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the purchase of resources whose deYelopment they may not be 
able to finance. 

For example, in the coal land proposition which we have 
considered, to buy the 5,000 acres which is necessary, at $20 
an acre, would require $100,000. Suppose this initial outlay 
to be made, and that the promoters find that, owing to the 
adverse conditions of the money market, or to some hitherto 
undiscovered imperfection in the project, bankers refuse to 
advance the necessary funds. They have $100,000 locked up 
in undeveloped property, which represents $6,000 a year in 
interest, a large part of which may have been borrowed, and 
they may be seriously embarrassed before they succeed, if 
indeed they ever succeed, in securing the funds for its 
development. Outright purchase of properties for the devel- 
opment of business propositions is not merely undesirable 
but unnecessary. The same result as purchase, so far as the 
promoters are concerned, can be reached by buying the. right 
to purchase, in other words, by obtaining an option on the 
property which they desire. 

An option is a privilege existing in one person, for which 
he has paid, giving him the right to buy certain realty, 
merchandise, or securities from another person within a cer- 
tain time at a fixed price, or to sell such property to such 
other person at an agreed price or time. An option is, there- 
fore, an unaccepted offer which runs for a definite time. It 
states the terms and conditions on which the owner is willing 
to sell or lease his property if the offeree elects to accept 
them within the time named in the option. If the holder 
of the option, known as the optionee, elects to accept the 
offer of the optionor, he must give notice to the optionor 
and the accepted offer. thereupon becomes a binding contract, 
if an acceptance is not given within the time specified, the 
owner is no longer bound by his offer and the option is at 
an end. In effect, a man who grants an option on his prop- 
erty binds himself to make a contract to sell that property 
at a future time and to convey a good title. An option con- 
tract like any other contract, is based upon a consideration. 
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This may be small; one dollar is a binding consideration. 
It is usual, if a substantial payment is made, to apply this 
on the purchase price if the offer of the optionor is eventually 
accepted. 

The rights of the optionee in the property are those 
expressly named in the contract of option, and those which 
are implied from the terms of the contract. It is usual to 
give the optionee some right to enter upon and examine and 
sometimes even to take temporary charge of the property 
which he proposes to purchase. For example, in 1905, the 
Southern Eailway Company and the Illinois Central Eailwaj 
Company entered into a contract by which they purchased 
the prior lien bonds of the Tennessee Central and obtained 
options for three years upon the general mortgage bonds of 
the Tennessee Central, the bonds of the National Terminal 
Company and practically all the capital stock of this com- 
pany except that held by counties and municipalities. Pend- 
ing the acceptance or surrender of the option, they paid 
interest on the securities and operated the company under 
an agreement to keep it free from debt. The option expired 
July 1, 1908. The operation of the property had not been 
profitable, and the railroads surrendered their rights. 

A privilege commonly given to the optionee, in the ease 
of purchase of a going concern, is to have an exhaustive audit 
made of the books of the company to determine its profits 
for a term of years. For the protection of the optionee, it 
may be provided that the owner of the property shall do 
nothing which might impair its value, for example, that he 
must keep up the insurance, discharge all taxes, interest and 
mechanics lien obligations, and, in general, maintain the 
property in the condition which would render it available 
for the uses to which the optionee intends to put it in case 
he decides to exercise his rights under the option. 

A valuable right connected with an option contract, from 
the standpoint of the optionee, is the right to assign the 
option. This is not implied but must be set forth in the 
option contract. If the right to assign exists, then the pro- 
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moter is in a position to deal to advantage with the proposed 
corporation. He can either obtain from the company the 
funds with which to purchase the property which he has 
under option^ afterwards transferring it to the company in 
return for his agreed compensation^ or he can assign his 
rights under the option contract to the company which can 
then take them up direct. 

The remedy of the optionee, in case the optionor refuses 
to carry out his agreement to sell the property, on being 
notified by the optionee that he is prepared to take it, and 
after the purchase price has been tendered, varies according 
to the ownership of the property at the time. When the 
property remains in the possession of the optionor, the op- 
tionee’s remedy is to go into a court of equity and ask for 
a bill of specific performance which the court, on proper 
showing being made, will issue, requiring the optionor to 
transfer the property. "WTien the property has passed into 
the hands of an innocent third party, however, the only 
remedy of the optionee is a suit for damages. The measure 
of the damages may be the margin between the price named 
in the option and the present market value of the property. 
It is easy, however, to block such conversions by recording 
the option at the time it is created. The purchaser of the 
property is then chargeable with notice that certain rights 
against this property have been created in the option con- 
tract, and he takes it subject to a liability to have a bill 
for specific performance issued against him. The form of 
the option contract conforms with the requirements of any 
contract as to form and consideration; capacity of parties; 
and legality of object. 

Having decided to option 5,000 acres of coal land owned 
by perhaps one hundred farmers, the syndicate sends an agent 
into the district, and visits these farmers at their homes. He 
explains his purpose to them, assures them that he will be 
able to raise the money to develop his proposition, and asks 
them, for the sake of their mutual interest, and for a nominal 
consideration in hand paid, to sell him an option to purchase 



18 


COEPOEATION FRANCE 


their property at any time within six months^ at a price of, 
say, $20 per acre. 

Various arguments may be employed to influence a gen- 
eral assent to this proposition. The landowners may be 
shown that the value of the surface soil, which will remain 
in their possession after the transfer of the coal, will be in- 
creased by the demands which a coal mining community will 
make for the produce of their farms. They may be offered 
the advantage of a railway w^hich the opening of coal mines 
will bring. The hopelessness of developing their own prop- 
erty may be pointed out to them, and, as a last resort, the 
promoter may threaten to sew them up by refusing to 
transport their coal over his road. By employing such argu- 
ments, the promoter persuades the farmers to option or 
lease their land. 

As far as possible, he keeps each owner in ignorance of 
the terms offered to his neighbors, for a general diffusion 
of such information would cause a general raising of prices. 
In dealing with the well-to-do and intelligent farmers, he 
must often pay a high price for the option, and the price 
named in their instrument is also high. The promoter sub- 
mits to these onerous terms not merely because he wants the 
land of these hard bargainers who know just how indispens- 
able their coal is to him, but also, and chiefly, because he 
desires to use their names and influence with other owners. 
These higher prices are recovered in dealing with the more 
ignorant landowners, who are greatly impressed with the 
representations of the promoter, and also by the fact that 
their richer neighbors have joined the scheme. It may even 
be necessary for the promoter to employ coercion through an 
alliance with the general storekeeper who may hold chattel 
mortgages and judgment notes against the recalcitrants — 
powerful arguments when skillfully employed. 

The proposition has now been assembled ; the owners have 
obligated themselves to sell to the syndicate at a certain 
price until the expiration of the period named in the option. 

. It is known how much the land and development will cost 


THE WOKE OF THE PEOMOTEE 


19 


and the land is under the syndicate'^s control. The next step 
is to finance the enterprise. At this pointy a corporation 
is usually formed to take oyer the options. The bonds or 
stock of this corporation are taken by the syndicate whose 
members are now called upon to pay a substantial portion 
of their subscriptions. A portion of the necessary funds may 
also be borrowed^ the securities being deposited as collateral 
for loans. With the money raised in this manner, the cor- 
poration, all of whose stock is owned by the syndicate, pur- 
chases the coal land, makes the development necessary, and 
starts the company as a going concern. After a record of 
earnings has been established, the securities of the company 
are usually offered for sale. If the enterprise has been wisely 
planned and economically developed, these securities may be 
sold at prices which will restore the s^mdicate’s original in- 
vestment, and either leave them in control of the stock of 
the company or enable them to sell out all their holdings 
of its securities at a profit. 

This represents a typical promotion. Similar enterprises 
are constantly being promoted throughout the country, not 
only on mines, but on real estate, manufacturing enterprises, 
railroads, water powers, irrigation and timber projects. The 
details of each may vary from the form presented, but the 
essential principles are the same: (1) The securing of a right 
to purchase an opportunity to make money; (2) the capital- 
ization of that opportunity at a higher figure than the price 
to be paid the original owner plus the funds required for 
development; and (3) the sale of the certificates of this cap- 
italization to the investor, either directly or through the 
agency of middlemen, for a sum of money exceeding the 
amount necessary to purchase and develop the resource which 
it is intended to exploit. The difference represents the pro- 
moter’s profit, a characteristic feature of corporation finan- 
ciering. 

What have the promoters done to entitle them to this 
large profit ? They have produced no coal ; that is done by 
the comnany to which they turn over their options. Nor 
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have they risked an amount of money in any way comparable 
to the profit which they have made. To obtain fifty options 
Tinder the circumstances described may not have required 
-an outlay of more than $5,000. Judged by the canons of 
what is generally considered to be legitimate money making, 
the promoters have done nothing to entitle them to the 
$70,000 profit which, out of a flotation of this importance, 
they frequently take. And yet the profits of the promoter 
are as legitimate as are the profits of any of the more familiar 
professions. 

The promoter is a creator of value. He brings into ex- 
istence a means of producing wealth which did not before 
exist. By combining the control of a number of separate 
pieces of coal property into a fully equipped coal-mining 
enterprise, he is able to ofler to the investor an opportunity 
to earn say twenty per cent net on his money ; in other 
'words, to sell to the investor $500,000 worth of stock which 
can be depended on to pay dividends of ten per cent, for 
$250,000. 

Without this combination, in the hands of individual 
owners, without transportation facilities, and without equip- 
ment, the value of this coal, based on its earning power 
from the small mines which produce for the local trade, did 
not exceed $20 per acre. Combined under one ownership, 
connected with a trunk line railroad, and equipped for large 
operations, a value of $100 per acre is not excessive. This 
increase in value of $80 per acre is the result of the invest- 
ment of $35 per acre — $20 in the purchase of the coal and 
$15 in its development. Deducting the $35 which must be 
spent to put the coal on the market, there remains $65 per 
acre as • the promoter’s profit, which he may share wdth the 
banker and investor, a profit differing in no essential feature 
from the gains of the manufacturer who contracts ahead 
for his material and takes advantage of a rise in the market 
price of his product. 

But, it may be objected, why should the promoter be 
allowed to make this large profit? Why should it not be 
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divided between the farmer who owns the land and the 
investor who furnishes the money ? llliat is the justification 
for the promoter’s profit? The answer to these questions 
lies in the nature of the transaction. Heither the owner nor 
the investor can do the work of the promoter, and they have, 
therefore, no claim to his profits. The farmers, save in ex- 
ceptional instances, could not even organize their own propo- 
sition, much less finance it. Mutual jealousies, local feuds, 
and overmuch information about the character and financial 
standing of local individuals who might undertake this work 
interfere with any general agreement. It would be found 
next to impossible to agree upon the proper price for difier- 
ent prices of coal land. Farmer A, whose land lies near the 
creek, would insist upon a higher value for his property 
than farmer B, whose coal is less accessible; while B on his 
part might cite as a reason for disputing the justice of A’s 
claim, the fact that his coal had been opened in several 
places while nobody knew that A had any coal on his prop- 
erty. Parmer C, who owned land across the right of way 
of the proposed railroad, and who therefore considered his 
cooperation indispensable, might insist upon a price of $150 
per acre, which would probably disgruntle his less favored 
and jealous neighbors, and so defeat the scheme. The Brown 
family might refuse to go into any agreement with the 
Jones family, with whom one of the chiefs of the Brown 
clan may have had a law’suit of some years’ standing. Any- 
one of a number of similar causes wiiich might be cited, 
would be sufficient to prevent the concentration of control 
of these separate properties, which are of small value unless 
combined. 

Some one interest acting exclusively for its own ad- 
vantage, and dealing independently with each owner, is es- 
sential to the assembling of such a proposition. This inter- 
est may be local, and, as already noted, by means of local 
alliances the task of the promoter is made easier; but in 
most cases, the successful assembler of a proposition is the 
outsider who can pose as the man of wealth and connection. 
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and can reap his harvest of options during the pleasant 
weather of a first impression. It is the experience of pro- 
moters that an outsider of imposing personality^ pleasing 
address, and experience in handling men has usually much 
greater success in securing options than even a local 
“ squire or other celebrity whose standing in the com- 
munity may be of the best, but who is too well known to 
be allowed by his neighbors to make any large amount of 
money out of their property. 

Even if the farmers succeeded in getting their proposi- 
tion together in the control of a selected committee or in- 
dividual, they would have great difficulty in securing a 
financial connection. They would have to provide for expert 
reports on the property, and then to open negotiations with 
some financial interests with whom none of their members 
would probably be personally acquainted. After securing an 
introduction, they would present their proposition, probably 
in a lame and halting manner, which would not show that 
they possessed a comprehensive knowledge of the importance 
of the property in question to the general coal market or of 
the cost and conditions of its development. 

Since they would have no connection with the investing 
public, if the banker to whom they would naturally apply 
for the funds was sufficiently interested to examine the prop- 
osition and to determine its value, he might take one of 
two ways to further his own advantage. He would either 
prolong the negotiations until the local contingent lost heart 
and withdrew, timsting to his own ability to obtain the options 
for himself, or he would compel the representatives of the 
ovmers, if they desired his assistance, to accept a price not 
greatly exceeding the face of their options ; in which event 
the financier would be the promoter one stage removed, and 
acting by deputy. It is evident, therefore, that the larger 
part of the promoters^ profits on such propositions cannot 
ordinarily be saved by the original owners of the coal. 

The proprietor of an undeveloped opportunity is seldom 
in a position to bargain to advantage for its sale. His best 
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coiirse is to put liis property in the control of some promoter 
at a fixed price and for a definite time^ eonteiiting himself 
with effecting a sale, not at the price which he thinks the 
property is worth, but at a price which will represent a fair 
return on his investment of brains or money. Any attempt 
on his part to promote his own scheme is likely to end in 
failure. The failure of inventors to make more money out 
of the sale of patents which have merit is probably due, more 
than to any other cause, to the fact that they insist upon 
an excessive interest themselves, and are unwilling to ofier 
sufficient inducements to those who might otherwise promote 
the scheme. 

It is equally impossible for the investor to secure the 
promoters^ profits. The investor is looking for a security 
which will produce as large an income as is consistent with 
the safety of his principal. He is not likely to concern him- 
self wdth the , active management of these industries into 
which he puts his money. How much less likely is he, there- 
fore, to abandon his regular business or profession and roam 
about the country in search of resources to develop. The 
investor, of necessity, assumes a receptive attitude. He is 
the customer to whom the promoter and financier offer their 
wares. Pie buys on his judgment, not so much of the merits 
of the proposition, as of the reputation of those who offer 
it for sale. 

We must conclude, therefore, that the promoter performs 
■ an indispensable function in the community by discovering, 
I formulating, and assembling the business propositions by 
whose development the wealth of society is increased. He 
acts as the middleman or intermediary between the man with 
money to invest in securities and the man with undeveloped 
property to sell for money. In the present scheme of produc- 
tion, the resource and the money are useless apart. Let them 
be brought together and wealth is the result. The unassisted 
coincidence of investment funds with investment opportu- 
nities, however, is uncertain. The investor and the land or 
patent or mine owner have few things in common. Left 
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to themselves they might never meet. But the promoter 
brings these necessary elements together, and in this way 
is the means of creating a value which did not before exist, 
and which is none the less a social gain because much of it 
is absorbed in the first instance by the promoter and the 
financier. 

Our promoter has now proceeded in the flotation of his 
enterprise as far as he can go without assistance. He must 
now obtain money to take up his options, build his factory or 
railroad, and inaugurate his enterprise. He may obtain 
this money from the investing public to whom his appeal 
may be made directly, by published advertising, circular 
letters and agents. If the nature of his proposition per- 
mits, he will present it to bankers and ask them to pur- 
chase, or to agree to purchase, a sufficient amount of the 
securities of his new company to provide it with the money 
which it requires. In the United States it is a safe con- 
clusion that in nearly all cases where the character of the 
proposition is such as to appeal eventually to the conser- 
vative investor, the promoter will approach bankers and en- 
deavor to secure from them the funds which the new com- 
pany requires. The bankers will purchase the securities with 
the expectation of selling them to the public, but, for the 
time being, the dealings are between the promoter and the 
banker. 

A company has been incorporated which will hold title 
to the property with whose acquisition the promoter has 
occupied himself. This corporation will issue certain secur- 
ities. These securities will be sold to the investor who will, 
in this way, furnish the money for the development of the 
enterprise. 
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THE BUSINESS CORPORATION 

Erom this point we have to do with the corporation as an 
agency for the conduct of business enterprise. A comparison 
of the two forms of association effort;, the partnership and the 
corporation^ will show the advantages of the corporation. 

The partnership is a voluntary contract between two or 
more persons by which they combine their property, skill and 
labor, in the transaction of business for their common profit.. 
The corporation is an association of individuals authorized 
by the state, under an instrument called the charter or cer- 
tificate of incorporation, to transact a particular kind of busi- 
ness, together with all kinds of business collateral or inci- 
dental to the main line of activity, and, in the transaction of 
this business, to buy, sell, lease, mortgage, employ, borrow,, 
and lend, and in all respects, for the transaction of business, to 
act as a natural person. 

The partnership being a contract between individuals, does 
not merge the identity of these individuals in the association.. 
The corporation, on the other hand, is an association with a 
life, a personality, a will, and a reputation of its own, alto- 
gether apart from those of its members. 

Prom this broad distinction arise a number of important 
differences between the corporation and the partnership as 
forms of working business organization. 

First, as to the liability of the members. The partner- 
ship, Jones, Brown and Robinson, Provision Dealers,^^ con- 
sists of these three men, in their own proper persons, Joined 
in a business relationship. The debts of the partnership 
are, therefore, the debts of each member of the partner- 
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ship up to the full extent of his resources, all of which, 
not merely his share of the partnership property, but his out- 
side property as well, may be seized in execution and sold 
for the payment of partnership obligations. The ^^Jones, 
Brown, Eobinson Company, Successor to Jones, Brown & 
Eobinson,^^ although its members are the same as the members 
of the partnership which it succeeds, stands between its own 
creditors and the outside resources of its members. These 
creditors, having dealt with and trusted the Company must 
look to the Company for payment. Since the company 
creditor does not recognize the individual members in the 
incurring of the debt, so he cannot leap over the company in 
the collection of the debt, and seize the houses, lands, or per- 
sonal property of the members of the company, which they 
hold apart from their interest in the company itself. All that 
belongs to the company the creditor can seize and sell. Its 
members may lose every dollar they have put into the enter- 
prise, but the remainder of their property they cannot lose, 
because of the business misfortunes of their company. 

This is the ^limited liability’^ of the corporation, which 
so strongly recommends this form of organization to the 
investor who looks for income with the minimum of respon- 
sibility. In a partnership, the investor must be always on 
guard lest some careless or fraudulent act of a fellow partner 
or trusted employee might involve the business in ruin, the 
effects of which might spread to his private resources. In 
the corporation, on the other hand, while the consequences of 
failure to stockholders are no doubt serious enough, yet these 
consequences do not overflow the boundaries of the company’s 
assets. In some cases, as for example, National Banking 
Corporations, liability additional to the stockholders’ interest 
in the company, is imposed upon them, but even here the 
amount of the liability is fixed and known, and the ISTational 
Bank stockholder can estimate with exactness the extent of 
his liability in holding a form of investment which for this 
reason, however, is by no means highly regarded. 

The second point of advantage of the corporation over 
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the partnership^ is the respective lives of the two organi- 
zations. The partnership, being a group of men, Jones, 
Brown and Eobinson, doing business as a group, can en- 
dure only so long as all of its members are alive, and so 
long only as each one remains solvent and willing to continue 
in business relations with his partners. The death of J ones, 
the bankruptcy of Brown, or the invalidism and consequent 
withdrawal of Eobinson, each will operate to dissolve the 
partnership and conceivably to dissolve the business. It is 
true that enterprises have been conducted under the partner- 
ship form for many years, leaving, in the case of the Baldwin 
Locomotive Works, for example, four generations of partners, 
but this was due to the co-operation of several favorable fac- 
tors, not always met with; prosperous business, harmonious 
relations between the partners, which resulted in provisions 
being made for the valuation and transfer of the interests of 
deceased partners, and the admission of valued employees into 
the partnership succession. The Baldwin Locomotive Works 
continued under the partnership form in spite of the disad- 
vantages thereunto attaching. In 1909, moreover, the Bald- 
win Locomotive Works was incorporated. 

In the absence of a similar conjunction of favorable cir- 
cumstances, any business conducted by a partnership is liable 
to extinction. The heirs of a deceased partner, the creditors 
of a bankrupt partner, or one of the partners dissatisfied with 
his associates, may force, by legal proceedings, not merely a 
dissolution of the partnership but the sale of all the partner- 
ship assets even though the entire good will and most of the 
value of the unsold assets should be destroyed. 

No such difficulty need be anticipated with the corporation. 
The life of the corporation, a life wholly separate from the 
lives of its members, can be projected by the terms of its 
charter, into perpetuity. No matter what may happen to the 
members, the life of the company goes on and on. Every 
member may die, every member may become individually in- 
solvent, every member may withdraw from the association, 
and yet the life of the company will continue. 
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Sir William Blackstone, in his ^^Commentaries” has de- 
scribed the immortality of the corporation in a passage of 
singular force and beauty. 

^^In order to facilitate business and to increase production 
of wealth, there have been created by acts of the public power, 
running back to remote antiquity, associations for business, 
religious, governmental, and charitable purposes known as 
corporations. These artificial persons are called bodies 
politic, bodies corporate, or corporations, of which there is a 
great variety subsisting, for the advancement of rights and 
immunities, which, if they were granted only to those in- 
dividuals of which the body corporate is composed, would 
upon their death be utterly lost and extinct. To show the 
advantages of these incorporations, let us consider the case 
of a college in either of our universities, founded for the 
encouragement and support of religious learning. If this 
were a mere voluntary assembly, the individuals which com- 
pose it might indeed read, pray, study and perform scholastic 
exercises together, so long as they could agree to do so : but 
they could neither frame, nor receive, any laws or rules of 
their conduct; none, at least, which would have any binding 
force for want of a coercive power to create a sufficient 
obligation. hTeither could they be capable of retaining any 
privileges or immunities: for, if such privileges be attacked, 
which of all this unconnected assembly has the right, or 
ability, to defend them? And, when they are dispersed by 
death or otherwise, how shall they transfer these advantages 
to another set of students, equally unconnected as themselves ? 
So also, with regard to holding estates or other property, if 
land be granted for the purposes of religious learning to 
twenty individuals, not incorporated, there is no legal way 
of continuing the property to any other persons for the same 
purposes, but by endless conveyances from one to the other, 
as often as the hands are changed. But when they are con- 
solidated and united into a corporation, they and their suc- 
cessors are then considered as one person in law: as one per- 
son* they have one will, which is collected from the sense of 
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the majority of the individuals : this one will may establish 
rules and orders for the regulation of the whole, which are a 
sort of municipal laws of this little republic; or rules and 
statutes may be prescribed to it at its creation, which are 
then in the place of natural laws : the privileges and immuni- 
ties, the estate and possessions, of the corporation, when once 
vested in them, will forever be vested, without any new 
conveyance to new successions ; for all the individual mem- 
bers that have existed from the foundation to the present 
time, or that shall hereafter exist, are but one person in law, 
a person that never dies : in like manner as the river Thames 
is still the same river, though the parts which compose it are 
changing every instant.” 

The perpetual existence of the corporation gives it great 
advantages over the partnership. The corporation can enter 
into contracts, such as franchises or mortgages extending over 
many years. It can undertake programs of construction 
which may require a quarter century for their completion. It 
can offer to the investor a permanent as well as a safe 
resting place for his income seeking funds. 

Connected with the advantage of perpetual succession 
which the corporation enjoys over the partnership is the 
advantage of transferability of interest. Any partner can 
force his way out of the association without the consent of 
his fellow partners, usually at the expiration of any year, or, 
at best, at the end of a short term of years, but no outsider 
can force his way in to replace the one who withdraws, with- 
out the consent of each one of the remaining partners. The 
partnership relation is so intimate, so personal, the partners 
are joined so closely together in their duties and responsibili- 
ties, that unanimous consent is rightly considered to be neces- 
sary before new members are admitted. This fact makes 
partnership interests generally unavailable for investment 
purposes. Even if the investor could get his money into 
the partnership, which is not, unfortunately, as difficult in 
many cases as it should be, he will find it far more difficult 
to get it out again. With the rapid growth in the scale on 
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whicli business is conducted and the consequent necessity of 
drawing money from more people for its capital equip- 
ment, this difficulty of transferring interests counts 
strongly against the partnership form of organization. 

The stock of a corporation, however, is divided into 
shares and these shares are the personal property of those 
who hold them free from any limitation or restriction on 
the right of transfer in the absence of a special agreement 
to sell to the company or the remaining stockholders. Any 
stockholder may sell his stock to anyone, and all of his 
fellow stockholders acting together, are powerless to pre- 
vent the admission into the association of the new member 
thus created. The way is thus opened for the free circula- 
tion of the investor's money from one corporation to an- 
other by the process of buying and selling stock interests. 

The final advantage possessed by the corporation over the 
partnership is the advantage of representative government. 
In a partnership, each member of the firm is the agent of all 
the others. Each member can bind the firm. The partners 
are presumed by law to trust each other absolutely in the 
conduct of the business so that the words and acts of each 
partner have equal force with the words and acts of any 
other. This fact makes membership in a partnership, for 
any investor who is not in a position to give his personal 
attention to the business^ extremely hazardous, since his 
entire fortune may be swept away by an ill advised or 
fraudulent course of action taken by the other partners with- 
out his knowledge. Personal attention to the affairs of a 
partnership by each of the partners is therefore essential, and, 
though this makes for the highest business efficiency where 
the partnership is harmonious and well organized, since the 
^^eye of the master’^ is on every part of the business, yet it 
closely limits the number of members and therefore, the 
amount of money which can be placed at the company's dis- 
posal. In the nature of things, few can give their time and 
close personal attention to the conduct of a business. 

In the corporation, on the other hand, we have a perfect 
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system of representative government. A group of individuals 
come together under the powers given them by the corpora- 
tion law of the state and draw a certificate of incorporation. 
This instrument gives the name of the corporation, its objects, 
the amount of capital it is authorized to raise, the location 
of its principal office, the period of its duration, the names 
and post office addresses of the original subscribers and 
the amount of their several subscriptions, and any provision 
for the regulation and conduct of the affairs of the corpora- 
tion. This instrument is recorded and filed with some state 
officer — in New Jersey, the Secretary of State — and the sub- 
scribers thereupon become a corporation. 

The corporation now proceeds to organize by setting up 
its government which shall regulate its affairs. Immediately 
the principle of representation is applied. The stockholders 
select from their number certain directors or trustees to 
manage the business. This the law requires. There may be 
in time many thousand stockholders scattered all over the 
world, but few of these stockholders know anything about 
the business owned by the corporation of which they are the 
owners, save as they may, in time, receive dividend checks 
or when their voting proxies are solicited. It is impossible, 
even if it were desirable, that these stockholders should come 
together at frequent intervals to give their attention to the 
management of their business. So they delegate directors to 
represent them. The stockholders, both in the certificate of 
incorporation or charter, and in the by-laws or regulations 
supplementary to the charter, can lay down the fundamental 
laws by which they wish the business of the company to be 
governed; just as the sovereign people in their constitutional 
convention, change and add to the fundamental laws of the 
state by which the legality of every statute passed by the 
legislature must be tested. But having passed these laws, 
both people and stockholders, except on such , matters they 
leave reserved for their own decisions, such for example, as 
the borrowing of money by the state; or the mortgaging of 
property to creditors, or the creation of new stock having 
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priority as to dividends over existing issues, by the private 
corporation; must leave the decision of questions of public 
or corporate policy to their elected representatives. 

And even the directors are not supposed as directors to 
manage the routine of the business. For example, the Gen- 
eral Corporation Act of New Jersey in section 12, provides 
that ^^the business of every corporation shall be managed by 
its directors who shall respectively be shareholders therein, 
they shall not be less than three in number, and except as 
hereafter provided, they shall be chosen annually by the 
stockholders, at the time and place provided in the by-laws, 
and shall hold office for one year and until others are chosen 
and qualified in their stead.^^ 

However, it is further provided that ^%very corporation 
organized under this act shall have a president, secretary and 
treasurer, who shall be chosen either by the directors or stock- 
holders, as the by-laws direct, and shall hold their offices until 
others are qualified in their stead/^ 

These officers and others who may be provided for in the 
charter or by-laws, manage the business of the company under 
the general supervision of the directors, who even though 
they may hold weekly meetings, can do little more, in refer- 
ence to the routine management of the business, than to pass 
upon the reports of the managers. 

In this universal application of the principle of represen- 
tative government to corporation management, lies another 
safeguard for the investor. He cannot manage the business 
himself. He must turn it over to others to manage. These 
delegated representatives, however, are, in the fullest sense 
of the word, his trustees. The rules under which the trust 
is to be administered, are set down in the law of the state 
and in the charter and by-laws of the company, and for any 
deviation from these rules the directors are liable to the stock- 
holders. The law requires corporation directors to give, and 
the vast number of prosperous corporations now in existence 
proves that directors do give to stockholders the benefits of 
honest, careful and diligent supervision of their affairs. In 
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the same way^ directors receive from the administrative offi- 
cers of the company, to whom they must delegate not only 
the routine of management but the initiation and carrying out 
of important policies of construction, consolidation, and ex- 
pansion; faithful and intelligent service. 

As the directors represent the stockholders and administer 
the affairs of the company in accordance with the constitution 
of the corporation, so the officers, as the executives, represent 
the directors. Both officers and directors have their spheres 
of activity exactly defined in the charter and by-laws supple- 
menting the corporation law of the state. Just as the public 
law lays down in minute detail the rules by which public 
officials must conduct the affairs of the state. And further- 
more, Just as the public legislators must go back at frequent 
intervals to the electors to give an account of their steward- 
ship, so the corporation directors must obtain from their con- 
stituencies, the stockholders, at intervals of even greater fre- 
quency, approval of wffiat they have done, and the right to 
continue in their positions of trust and responsibility. 

The principles and methods of representative government 
as applied to corporation management are so flexible that they 
can be expanded to unite into the vast organization of the 
United States Steel Corporation, which has more than 110,000 
stockholders, owning among them $868,000,000 of pre- 
ferred and common stock of a corporation, which in 1913 
mined 28,738,451 tons of coke, manufactured 14,087,730 tons 
of pig iron and 16,656,361 tons of steel ingots, whose total 
sales, in 1913, reached $796,894,299 and which employed 
228,906 men receiving $207,206,176 in wages. This great 
corporation, with assets valued at $1,792,233,492, and with 
over three hundred thousand persons directly interested in its 
management either as stockholders or employees, is managed 
by a board of twenty-one directors, who are elected for three- 
year terms by the stockholders, and who in their turn elect the 
administrative officers of the United States Steel Corporation 
and the directors and officers of its subsidiary companies. 

No matter how large the United States Steel Corporation 
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may grow, the representative form of government, extending 
through the directors and officers of the parent company 
down through the directorates and administration boards of 
the principal subsidiary companies and of the subsidiaries of 
these subsidiaries, can expand with the growth of the busi- 
ness. The Steel Corporation can indefinitely increase the 
number of its stockholders and the amount of the aggregate 
contributions to its capital, without impairing the efficiency 
of its organization. 

It has been already shown that corporations are organized 
by incorporators under the provisions of a general corporation 
act, which states the procedure in organization and lays down 
in general the powers of the corporation, the rights of its 
members, and the powers and obligations of its directors and 
administrative officers. The corporation is in general author- 
ized to act as a natural person for the transaction of the 
particular kind of business which it sets forth in its certificate 
of incorporation that it proposes to carry on. For the purposes 
of this business, including not merely the primary business 
such as, for example, steel-making, but any business contribu- 
tory thereto, such as transportation or water supply, every 
corporation has, quoting from the New Jersey law, which 
closely resembles the corporation laws of other states, the 
following powers: 

1. ^^To have succession, by its corporate name, for the 
period limited in its charter or certificate of incorporation and 
when no period is limited, perpetually. 

2. ^To sue or be sued in any court of law or equity. 

3. ^^To make and use a common seal and alter the same 
at pleasure. 

4. ^^Td hold, purchase and convey such real and personal 
estate as the purposes of the corporation shall require, and all 
other real estate which shall have been bona fide conveyed or 
mortgaged to the said corporation by way of security, or in 
satisfaction of debts, or purchased at sales upon judgment 
or decree obtained for such debts ; and to mortgage any such 
real or personal estate with its franchise ; the power to hold 
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real and personal estate shall include the power to take same 
by devise or bequest. 

5. ^^To appoint such officers and agents as the business 
of the corporation shall require, and to allow them suitable 
compensation. 

6. “To make bydaws fixing and altering the number of 
its directors, and providing for the management of its prop- 
erty, the regulation and government of its affairs, and the 
transfer of its stock, with penalties for breach thereof not 
exceeding twenty dollars. 

7. “To wind up and dissolve or be wound up and dissolved 
in manner hereafter mentioned.^’ 

In the remainder of this chapter the provisions of the 
corporation law will be briefly explained. Certain points, 
however, will be reserved for an extended discussion in the 
chapters following. 

We have already discussed the perpetual existence of the 
corporation which is described in the foregoing enumeration 
of powers, as the right to have succession. The presumption, 
as the text of the law shows, is in favor of perpetual suc- 
cession. Only when a definite number of years is named in 
the charter or in the law is any limita-tion placed on the 
life of the company. 

Succession is by the corporate name. A corporation has 
the right to select any name with the exception that it must 
not use a name so similar to that chosen by another cor- 
poration of the same state as, to create confusion. It must 
not call itself, for example, Peck Bros. Co., when Peck Bros. 
& Co. are in the same line of business. This is appropria- 
tion of the good will of the second corporation. Good will 
is defined as trade reputation which is identified with a 
certain name. When a company has built up, through ad- 
vertising and attention to the details of its product, a repu- 
tation in its field, the law protects it in that reputation. If 
a new company, selling the same goods, attempts to select a 
name closely resembling the name already connected in the 
public mind with the goods it offers for sale, the new com- 
■ 4. 
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pany will gain an unfair advantage of its predecessor and 
competitor. 

The right to sue on behalf of the corporation is usually 
exercised by the directors and ofiBcers. The stockholders may, 
however, be granted this right but only in such cases when 
the directors have been appealed to in vain to sue in protection 
of the company'^s interest, or where the directors^ interests in 
the matter in question are opposed to the interests of the cor- 
poration so that even if they did sue they would be suing 
themselves. The courts have always taken the position that 
the only way for a stockholder to act is through his repre- 
sentatives, the directors. 

In connection with this right to sue and be sued, we come 
upon the personality of the corporation. The old theory of 
the corporation describes it as invisible, intangible, and exist- 
ing only in contemplation of law. The modern theory looks 
upon the corporation as an association of individuals. The 
association, it is true, acts as a body but nevertheless consists 
of individuals, and retains the personality of the individuals. 
This element of personality appears in connection with the 
corporation's position in court. In contemplation of law, the 
corporation has a mind which it exercises with every corporate 
act, and that mind can direct the agents of the corporation 
to commit acts which may result injuriously to others. Al- 
though the acts are the acts of the agents, yet the corporation 
must answer for them, and if the acts are of a criminal nature 
the corporation must answer directly to the criminal law. The 
corporation is authorized by the law to act as a natural per- 
son. It is given the power of a natural person, and power 
cannot be separated from responsibility. The corporation 
also has a business reputation which may be injured 
by false statements, and for these statements the offender 
may be sued by' the company and made to pay damages. In 
order to recover damages for alleged libel, the corporation 
must prove that its business reputation was damaged. It has 
no reputation apart from its business to be affected by libel. 

In fixing the responsibility of the corporation for injuri- 
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ous acts, tlie courts have frequently encountered the defense 
that the acts complained of are in excess of the corporation’s 
power, and that, in doing these acts which the law had not 
allowed it to do, the corporation had no existence and was not 
visible to the law. This defense, however, has always been 
overthrown by reference to the legal maxim that as a man 
cannot plead his own wrong-doing in his own defense, neither 
can a corporation escape liability from the acts of its agents by 
proving that it had specially forbidden its agents to commit 
those actions. 

The use of the corporate seal is restricted to those con- 
tracts, mainly relating to the transfer of real estate, where 
it would be essential for an individual to use a seal. Under 
the old law, the corporation could act only under seal, but this 
no longer prevails. 

The fourth power of the corporation is the right to hold 
real and personal estate and to mortgage such property. As a 
general rule, the power of a corporation to mortgage its 
'property for the security of its debts is unrestricted. The 
method by which this is accomplished is indicated in detail 
in later chapters. The consent of the stockholders is ordi- 
narily required. It is also unusual to find any prohibition in 
the right of the corporation to incur debt, secured or unse- 
cured, and the promissory notes of the corporation, issued 
under the power of the corporation to incur debt, are protected 
by all the safeguards surrounding a negotiable instrument. 
The innocent holder for value of a corporation note, which 
on its face appears to be legal, will be protected against the 
corporation, even though the company receive no benefit by 
the issuance of the note, and although neither the corporation 
law nor the charter authorizes the company to borrow money. 

The fifth general power of the corporation is the power 
to appoint agents. This power ordinarily rests with the 
directors but they may delegate it to the officers. The trading 
or manufacturing corporation has the same right as an in- 
dividual trader or manufacturer to select its agents and im- 
pose conditions upon them. 
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The sixth power possessed by all corporations is the power 
to make by-laws. By-laws are rules of self-government which 
have already been compared to the constitution of the state. 
They are adopted by the stockholders of the corporation^ who 
may, however, confer this power upon the directors. An 
example of an ordinary by-law : 

^^The treasurer shall keep full and accurate account of all 
receipts and disbursements on books belonging to the com- 
pany and shall deposit all money and checks in the name and 
to the credit of the company, in such depositories as may be 
designated by the board of directors. He shall disburse the 
funds of the company as may be ordered by the board and 
receive vouchers for same. He shall render to the president 
and directors at the regular meetings of the board and when- 
ever they may request, account of all his transactions. He 
shall, together with the president, sign all certificates of stock.^’ 

By-laws are constantly being changed and new ones added, 
with the development of ‘the business. These alterations are 
usually made by the directors. A by-law relates to the- 
relations between the members of the corporation. It has 
no reference to the corporation’s relation to third parties 
who are usually, although Pennsylvania is an exception, 
not charged with knowledge of a by-law unless they have 
been notified. For example, if the by-laws of a corpora- 
tion provide that the treasurer alone can borrow money, 
and the president, contrary to the provisions of this by-law, 
signs and negotiates a note of the company, the corporation 
can not escape the obligation to pay the note by pleading 
the absence of authority of its president to sign it. 

A by-law, adopted at the time of the organization of the 
company, has equal force with the provisions of the charter. 
As a contract between the corporation and its stockholders, 
it can not be altered except by the same vote of the stock- 
holders required to make an amendment to the charter. 

The seventh corporate power is the power to wind up 
and dissolve. Under the laws of New Jersey the following 
methods are available for the dissolution of a corporation. 
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First: Limitation in the certificate of incorporation. 

Second : Dissolution by the incorporators before the pay- 
ment of capital. 

Third: Voluntary dissolution by directors and stockholders 
or by unanimous consent of the stockholders. 

Fourth: By an act of legislature. 

Fifth: By decree of the court in insolvency proceedings, 
and for failure to obey the courts order to bring the books 
into the state. 

Sixth : By proclamation of the governor for failure to pay 
taxes. 

The fourth method of dissolution requires some com- 
ment. Section four of the Corporation Law of New Jersey 
is as follows : ^'The charter of every corporation or any sup- 
plement thereto or amendment thereof, shall be subject to 
alteration, suspension and repeal, in the discretion of the 
legislature, and the legislature may at pleasure dissolve any 
corporation.’^ A similar provision is found in the corporation 
acts of every state of the Union. It is intended to assert the 
supreme control of the state over the corporations which are 
the creatures of the state. Before the passage of the general 
corporation law, it had been held by the Supreme Court of the 
United States in the Dartmouth College case that a corpora- 
tion’s charter is an irrevocable contract between the state 
and the corporation. 

The right of suspension, alteration, or repeal of the char- 
ter of the corporation is exercised only in the public interest 
and it is subject to certain limitations, for example: The 
legislature can not so modify a charter to annul contracts made 
with third parties; neither can it so modify a charter as to 
take away property without compensation. 

We see now the seven general powers which the corporation 
possesses. In addition to these powers, the corporation clothes 
itself in its charter by permission of law, with the powers 
necessary to carry out the special objects of its foundation, 
and if it does not enumerate all the powers necessary to 
achieve this object, the law allows it to exercise additional pow- 
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ers, far as the same are necessary or convenient to the at- 
tainment of the object set forth in such charter or certificate 
of incorporation/^ It is unusual, however, for a corporation 
to rely upon this power given to it by the corporation act to 
exercise additional or implied powders. Corporation attor- 
neys have worked out formal statements of expressed pow- 
ers of organization for all kinds of business. The claims 
of these powers, are made in special object clauses which 
set forth in detail the different things which the corporation 
claims the right to do. Special object clauses are so drawn 
as to empower the corporation to carry on certain primary 
lines of business, also to do those things which may be neces- 
sary or convenient to further the main object of the corpora-, 
tion. For example, the Kankakee Packing Company is 
authorized by its charter, 

^^To buy and otherwise acquire, sell and otherwise dispose 
of, deal in and with and to slaughter hogs, cattle, sheep and 
other live stock; 

To acquire by purchase or otherwise, preserve, pack, 
manufacture, cure, deal in and with all kinds of ham, 
sausages, meats, beef, pork, bacon, lard, fat, tallow, fer- 
tilizer and provisions, and all or any products of live stock of 
every nature and kind ; 

To carry on the business of cold storage and warehousing 
and all or any business necessary or impliedly incidental 
thereto; 

To operate and maintain a packing house for preserving 
and packing meats and provisions of all kinds, and to produce, 
buy or otherwise acquire, sell or otherwise dispose of, deal in 
and with, the products of the same.^’ 

The foregoing are the express powers of the Kankakee 
Packing Company. In carrying out these express powers, 
it may be necessary for the company to engage in a variety 
of other lines of business and so the charter empowers it ^^To 
conduct a general trading, commission and storage business f 
to buy and rent or otherwise acquire conveyances for the 
transportation, in cold storage or otherwise, of live stock, 
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and, as incidental to the cold-storage business to manufacture 
ice and cooling compounds. The charter also authorized the 
company to own^ lease^ operate and control all kinds of trans- 
portation undertakings both in New Jersey and other states^ 
by direct ownership or the ownership of stock in these com- 
panies^ and even beyond this the charter authorizes the com- 
pany ‘^^to manufacture^, produce^ buy or otherwise acquire^ 
sell or otherwise dispose of and generally deal in or with all 
kinds of goods, wares, merchandise and materials, raw as well as 
finished and further ^To acquire the good will, business rights 
and property of any person, firm, association or corporation.’^ 

These sweeping provisions, however, are not intended to 
enlarge the power of the company beyond the limits of the 
packing business, but were granted in order that the corpora- 
tion may achieve the greatest possible success. Under these 
powers, the packing company can do anything which con- 
tributes directly or indirectly to the packing business. Out- 
side of this, however, it can not go, and if the directors of 
the company should use the company’s funds for any enter- 
prise not directly connected with the packing business, at the 
instance of a stockholder, they could be stopped. 

We have already seen how flexible is the organization of 
the business corporation and we now understand how com- 
plete are the powers of this association to transact business 
as a natural person. We have also seen how vastly superior is 
the corporate form of organization to that offered by the 
''partnership. It is no cause of surprise, therefore, to find 
that the business corporation is the accepted form of busi- 
ness organization. When men come together for the prosecu- 
tion of any joint enterprise it is unusual for them to organize 
under the partnership form. Even in those states where laws 
provide for limited partnership, wherein the liability of the 
partner may be confined to the specific amount he invests in 
the business, or where, as a special partner, he takes no active 
part in the management of the business, the corporation form 
is the one which prevails. 

The first step, therefore, in the flotation of a .proposition 
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is tlie organization of a corporation to conduct the business. 
The corporation laws of the states differ in many respects 
and the first problem confronting the incorporators is the 
selection of a state whose corporation laws will enable them 
to accomplish the objects of their business in the methods 
which they prefer to use. The problem before the incor- 
porators was thus stated by former Attorney-General Wicker- 
sham in a lecture delivered at Harvard University : 

‘^Tn a large number, perhaps a majority of cases, the or- 
ganizers of a corporation enterprise are free to select from 
among several, at least, of these states, the one in which to 
incorporate. ISTo large business is confined to the limits of 
one state, although natural conditions may determine the 
place where mining, manufacturing or some strictly local 
business is to be carried on. 

‘^W^hat has been termed ^the legislative competition for 
capitaF has led states like New Jersey, West Virginia, Maine 
and Delaware, which are not naturally great industrial and 
commercial commonwealths, to enact most liberal corporation 
laws, which have been availed of by a vast number of asso- 
ciations, which, in the ordinary and natural course of events 
would not have resorted to those states for a charter/^ 

In Pennsylvania or Ohio a company can be organized for 
only one purpose, w’’hich must be stated in the certificate ol 
incorporation. If several lines of business are to be carried 
on, even though these activities are directly related, it is 
difficult to accomplish this purpose in a state like Pennsyl- 
vania or Ohio without forming separate corporations. The 
amount of capital which must be paid in at the organization 
of the corporation also differs between the different states. 
The liability of stockholders is another consideration. In 
New Hampshire, for example, stockholders are made jointly 
and severally liable for all the corporate debts until the whole 
capital is paid in. They are individually liable for the wages 
of employees in a number of states. , Some states also re- 
quire that directors^ meetings should be held and the books 
of the company kept within the state. The corporation laws 
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of some states, sueli as Pennsylvama, have provisions in- 
tended to secure representation by the board for the minority 
stockholders. It is customary, therefore, for the incorpora- 
tors to select a state which gives them the greatest privileges, 
no matter if that state may be located three thousand miles 
away from the place in which they may do business. 

In such a case, instead of doing business as a domestic 
corporation, they come into their state as a foreign corpora- 
tion. The transaction of business in every state in the Union 
by a foreign corporation is now permitted by local laws. 
These foreign corporations must subject themselves to the 
same regulations as those passed for domestic corporations 
and in some cases special regulations ; they must pay a license 
and furnish information to the state authorities for purposes 
of taxation. If they conform to these regulations, however, 
they are given the same freedom of action as that possessed 
by domestic corporations. In certain cases, it is true, even 
the most liberal states require certain kinds of business to be 
carried on by their own corporations. In New Jersey, for 
example, railroad, street and steam, gas and electric light, 
telephone and telegraph companies, banking institutions, and, 
in general, all corporations with the proper conduct of whose 
business, the general public, as distinct from a limited num- 
ber of customers, is concerned, and all of whose operations 
should be under the direct control of the state authorities, 
must be incorporated under New Jersey laws. All other 
kinds of business, trading, manufacturing, mining, lumber 
and agricultural may be carried on in any state by corpora- 
tions organized in any other state. 

Having selected the state whose corporation law seems 
best adapted to their purposes, the incorporators proceed to 
work out in their charter and by-laws a financial plan, which, 
when carried out, will place at the disposal of the new com- 
pany the money or property which it requires and which 
shall give suitable recognition, in the distribution of profits 
and the right to vote for directors and on other matters, to 
those who contribute this capital. 
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MATERIALS OE THE EHSTAFCIAL PLAH— STOCK 

A CORPORATION has been defined as an association of 
individujals authorized to own property, to contract debts, 
to appoint officers and agents and to manage its busi- 
ness within the limit of its formal grant of authority by the 
state known as its certificate of incorporation or charter; in 
all respects to act as a natural person. The association, it 
will be remarked, owns the property; the stockholders own 
the association. The stockholders are represented in the man- 
agement of the business of the association by trustees known 
as directors. These directors, while transacting the most 
important business themselves, appoint administrative officers 
who carry on most of the work of the business management. 

The ownership or property interest in this corporation is 
called the stock of the corporation, and this stock, for pur- 
poses of convenience in distributing, is divided into shares. 
It has long been the custom to represent this stock owner- 
ship in the corporation by a certain sum, such as $500,000 
or $1,000,000 or in the case of the United States Steel 
Corporation, $1,100,000,000. This sum is presumed to be the 
amount of capital, i.e. property or money, which has been 
contributed to the corporation to equip it for the transaction 
of business. This capitalization, as the expression of owner- 
ship in the company, is divided into shares each of which, be- 
ing a proportionate part of the total capitalization, repre- 
sents an assumed sum of money. This assumed sum is 
known as the par value. If the capital stock of the com- 
pany, for example, is $100,000 and is divided into 1,000 
, 44 


MATERIALS OF THE' FINANCIAL PLAN 45 

shares, then the assumed or par value of each share is $100. 
If the capitalization is divided into 1,000 shares the par 
value of each share is $10 and if, as sometimes happens, 
1,000,000 shares, the par value is $.10. Since it is in this 
form the ownership of the corporation is usually expressed, 
the first step in the preparation of the financial plan is to 
fix; upon a certain capital which shall represent the owner- 
ship in the company. The considerations affecting the 
amount of this capitalization will presently appear. 

It is not necessary that shares of stock shall have any 
par value. Ten states, including Pennsylvania, New York, 
Illinois, and Ohio, authorize the issue of shares without par 
value. When this method of issuing shares is used, instead 
of setting forth that the capital stock is $100,000 divided 
into 1,000 shares of $100 each, the offering is made of capi- 
tal stock, divided into 1,000 shares. The value of stock 
without par value may he settled by a resolution of the 
board of directors or by the subscription price. In some 
states, a minimum amount of cash must be paid for each 
share, in New York, five dollars. Par value stock is of no 
benefit except as the purchaser of such shares may identify 
the figures on the stock certificate with the value of the 
shares. There is no necessary connection between these two 
facts. The value of the shares depends upon the earning, 
power of the company, and this earning power, while de- 
pendent upon the amount of money or property contrib- 
uted, primarily depends upon the ability with which this 
property is administered by the directors and officers of 
the company. It is also influenced by the general business 
conditions of the country, and those affecting the particular 
industry in which the company operates. For all practical 
purposes, a share of stock without par value serves as well 
as the more familiar type of share. The holder can re- 
ceive dividends at the rate of a certain number of dollars 
per share, the percentage form in which announcement 
of a dividend is usually made being of no practical conse- 
quence. The holders of such shares can vote and partici- 
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pate in the proceeds of Equidation. All the rights of stock- 
holders are theirs. If they desire to offer their stock for 
sale, their shares will be valued exactly as any other kind, 
on the basis of profits and dividends. 

These shares of stock or ownership may be sold to pro- 
vide funds for the company. In private corporations, such as 
manufacturing and trading companies and financial insti- 
tutions, this is the usual method. The company is capitalized 
for the amount of money which is immediately required, and 
those who desire to partake in the enterprise purchase vary- 
ing amounts of stock. The method is to circulate a sub- 
scription agreement, by which the subscribers bind them- 
selves to purchase certain numbers of shares. This agree- 
ment can be enforced against delinquent subscribers by the 
usual processes of debt collection. 

The rights of holders of these shares are as follows : First 
to vote for the directors of the company and on all propo- 
sitions which the charter or laws of the state declare shall be 
submitted to a vote of the stockholders — for example, the 
sale of the property of the company, the issue of a special class 
of stock, the placing of a mortgage on the property of the 
company, or the dissolution of the corporation. In large 
public corporations, the stockholders are so widely scattered 
that it is usually not convenient for them to attend meetings 
of the corporation. Provision is, however, made in the law 
for them to vote even though absent. The political elector 
must go personally to the polls to deposit his ballot. The 
stockholder, however, by signing a written power of attorney, 
called a proxy, may authorize anyone designated in the power 
to east the number of ballots to which the number of shares 
which he owns entitles him. The proxy need not be in any 
prescribed form. A telegram has been held to be sufficient 
proxy. It may convey to the attorney a general power to 
vote the number of shares in the proxy or it may designate 
the person or the measure for which the holder of the stock 
desired his vote to be cast. A proxy may be revoked at any 
time before the election and a new proxy issued to another 
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attorney or the stockholder himself may appear in person 
and east his vote as he pleases. 

The general rule is that the ownership of one share of 
stock entitles the holder to one vote, but this rule can be 
modified in any way that the incorporators may desire. They 
may provide, for example, that one share equals one vote 
Tip to 100 shares; from 100 to 200 shares, two shares equals 
one vote ; and from 200 to 500 shares, three shares equals one 
vote, the pur|)ose being to reduce the voting weight of large 
stockholders. Such provisions are to be found in the cor- 
poration laws of some states. 

In the absence of special provisions to the contrary, in cor- 
poration elections just as in political elections, the majority 
rules and this majority, since it is a majority of stock and 
not of individual votes, may consist of one man. This stock- 
holder may be arrayed against 100,000 other men who, be- 
cause their collective stock holdings are one share less than 
half of the total number of shares, are powerless to influence 
the policies of the corporation by their vote at stockholders^ 
meetings. It is to prevent such exercise of authority by a 
few stockholders over a large number of individuals holding 
a minority of shares that provisions as just indicated have 
been devised. 

A more familiar restriction on the power of the holders 
of the majority stock, however, regulates their right to con- 
trol the affairs of the corporation by undertaking to secure 
for the holders of the minority of stock a sufficient repre- 
sentation on the board of directors to enable them to know 
what is going on and thus to act promptly if their interests 
are endangered by any act of the majority directors. This 
method of protecting the rights of the minority is known 
as cumulative voting. It is thus described in section 35a 
of the Corporation Act of Hew Jersey. 

^^The certificate of incorporation, original or amended, 
of any corporation now or hereafter organized under the 
laws of this state and thereunder issuing or authorized to 
issue shares, of its capital stock, may provide that at all 
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elections of directors, managers or trustees, each stockholder 
shall be entitled to as many votes as shall equal the number 
of his shares of stock multiplied by the number of directors, 
managers or trustees to be elected, and that he may cast all 
of such votes for a single director, manager or trustee or 
may distribute them among the number to be voted for, or 
any two or more of them as he may see fit, which right, when 
exercised, shall be termed cumulative voting.’^ 

Suppose, for example, that there are 100 shares of stock 
outstanding and five directors to be elected. The holder of 
twenty shares of stock may vote as follows when cumulative 
voting is provided : He may cast twenty shares of stock for 
directors A, B, C, D and E, or, in case he finds himself in 
the minority, and desires to secure the election of at least 
one director who will represent his interests and keep him 
posted, he may elect to east 100 votes, which equals the num- 
ber of shares he owns times the number of directors to be 
elected, for director E or he may cast 50 votes for E and 50 
votes for C. When cumulative voting is provided, it is im- 
possible for a stockholder owning one-fifth of the stock of a 
company having five directors, to be denied representation on 
the board. He is certain to provide a clear majority for 
his candidate. 

Stockholders have the right to be faithfully represented 
by directors. Directors must hot speculate with the funds 
or credit of the company; they must not, without the consent 
of the stockholder, express or implied, be parties to any con- 
tract with , the corporation, and they must exercise good 
faith to the stockholders in all their dealings. Directors must 
answer to stockholders, not only for acts of commission, but 
for negligence in caring for the interests committed to their 
charge. Directors of American corporations usually serve 
without compensation other than a small fee for attending 
meetings. There is no legal prohibition against paying them 
stated or contingent salaries. 

Stockholders have, finally, the right to participate in the 
profits of the company, when the directors decide that these 
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profits have been earned, and that it is expedient to dis- 
tribute them; and to share in the proceeds of the assets of 
the company in case of dissolution or liquidation. These 
rights of the stockholder are set down in detail in the cer- 
tificate of incorporation or charter. The incorporators them- 
selves draw up this certificate under the general incorporation 
law of the State. When duly authenticated, recorded and 
filed with the proper official, it becomes the charter of the 
company, the evidence of its right'to be a corporation, the 
fundamental contract between the State and the corporation, 
between the corporation and its stockholders, and between 
the stockholders themselves, a contract which cannot be 
changed without the unanimous consent of every stockholder. 

In but few cases can a public business corporation be 
financed in such a simple manner. When the appeal is made 
to the public to supply funds, a more elaborate financial 
plan must be devised, dividing the stock into two classes, 
preferred stock and common stock, or as the English describe 
it, ordinary stock. Preferred stock has preference in the dis- 
tribution of profits, and, if provided in the charter, preference 
in any distribution of the assets of the company to stock- 
holders. If a company issues 50,000 shares, the owner of 
5,000 shares is the proprietor of one-tenth of the corporation. 
In the absence of some special provision to the contrary, he 
can exercise one-tenth of the voting power. If the directors 
declare a dividend out of the profits of the company, this 
distribution is made to the stockholders on the basis of the 
number of shares held by each. For example, if the sum 
distributed is $50,000, the holder of 5,000 shares would 
receive $5,000. If the company is dissolved and its assets 
bring $500,000, the holder of 5,000 shares would receive $50,- 
000. This would apply, no matter what the capitalization of 
the company might be, or into how many shares it might 
be divided. Whether the capitalization is $5,000,000, or $50,- 
000, or the par value $100, or $1, the position of the stock- 
holder in participation in dividends and in assets is the 
same. 



50 


COEPOEATIOF WNASC'E 


This holds true if only one class of stock is issued. If 
preferred stock is issued, two classes of oraers are created: 
First, preference shareholders, who receive a certain rate of 
dividends, usually seven per cent on the par value of their 
shares, which must be paid them out of the profits distributed 
before the holders of any of the common stock can receive 
anything; second, common stockholders, who take what is 
left after the elainis of preferred stockholders have been satis- 
fied. The advantages of the preferred stockholder is that 
he has a prior claim upon the profits of the company, a claim 
inferior, it is true, to that of the creditor, but which takes 
precedence of the common stockholder. If the profits of the 
company are only sufficient to pay seven per cent on the par 
value of the shares, if this amount is called for in his pre- 
ferred stock contract with the corporation, and in case the 
directors decide to distribute these profits, the preferred 
stockholder will receive his seven per cent, while the common 
stockholder will receive nothing. It may also be provided 
in the contract between the corporation and the preferred 
stockholder that he shall participate equally with the common 
stockholder in any distribution of profits, until a certain 
additional amount of return on the preferred stock has been 
paid ; or this participation with the common stock may begin 
after a certain dividend has been paid on the stock, after 
which both classes of stock share equally in profits; or the 
participation of the preferred stock may be unlimited from 
the beginning. 

Preferred stock may be classified into cumulative and 
non-cumulative preferred stock. In the charters of com- 
panies issuing preferred stock, the following provision is 
usually found: "^^The dividends upon the preferred stock 
shall be cumulative so that if, in any year, the dividends 
aiuonnting to seven per cent per annum, are not paid on the 
preferred stock, the deficiency is payable subsequently before 
any dividends are set apart or paid on the common stock.^^ 
If the earnings of a corporation in a certain year are only 
sufficient for the distribution of $1,500,000, while the divi- 
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dend of se^’^en per cent on the preferred stock calls for a 
distribution of $2,000,000 in the following year, the pre- 
ferred stockholders, in addition to their regular dividends 
of $2,000,000, must receive the $500,000 of dividends which 
they failed to get in the preceding year before the common 
stock can receive any dividend. No matter to vrliat sum. 
these unpaid dividends on the preferred stock may amount, 
all these back dividends must be paid in some form to the 
preferred stockholder before the common stockholders re- 
ceive anything. Preferred stock may be divided into series, 
according to the order of preference, as first, second and 
third preferred. 

Owing to the provision in the income tax law” applying 
to corporations which refuses them permission to include 
money or property borrowed in their invested capital on 
which the amount of their exemption from the tax on ex- 
cess profits is computed, preferred stock has come into high 
favor and is now” generally issued even w”hen, under other 
circuiiistances, the issue of bonds might have been pre- 
ferred. It is important, therefore, to consider the various 
charter provisions w”liich may be included for the protec- 
tion of the prefeiwed stoekliolder. The following list of 
such provisions includes substantially all the protective de- 
vices available to the preferred stockholder. They assxime 
that his position is that of a passive recipient of dividends, 
and they aim to make sure that the business of the com- 
pany is managed with proper regard for his interests. 

1. Preferred and Cumulative: 

The holders of the preferred stock shall be entitled to 
receive, when and so declared, from the surplus or net 
profits of the company, dividends at the rate of six per 
eeiitnjii (6%) per annum, but no more, except as herein- 
after otherwise jorovided, payable quarterly on the first 
days of January, April, July and October in each year, 
or at sneh other quarterly dates as the by-laws of the 
company may hereafter provide. Said dividends on the 
prefeixed stock shall be cumulative and shall be payable 
before any dividends on the common stock shall be paid 
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or set apart so that if in any year dividends amounting 
to six per centum (6%) shall not be paid thereoiij the 
deficiency shall be payable before any dividends shall be 
paid upon or set apart for the common stock, 

2. Participating Preferred: 

The company may declare additional dividends from 
its remaining undivided j^rofits or from any surplus from 

time to time in excess of dollars, as the board of 

directors, in its discretion, may determine; but such ad- 
ditional dividends shall be payable to the holders of pre- 
ferred and common stock equally without priority or 
discrimination; promded that all dividends for previous 
years, both upon the preferred and common stock, at 

not less than per centum per annum, shall have been 

paid or declared, and a sum sufficient for the payment 
thereof shall have been set aside for that purpose. 

Reference to this provision has also been made in a 
preceding paragraph. As there stated, the plan of partici- 
pation is subject to indefinite variation according to the 
requirements of the particular situation. If properly set 
forth in the charter any of these provisions are legal. 

3. Preferred as to Assets in Dissolution, Liquidation 
or Winding Up. Also: Participating with common stock 
in such distribution of assets. 

In the event of the liquidation or dissolution, or wind- 
ing up (whether voluntary or involuntary, or by the ex- 
piration of the period of corporate existence) of the 
company, the holders of the preferred stock shall be en- 
titled to be paid in full all dividends theretofore unpaid, 
and the par value of sxieh preferred stock; and after 
such payments shall have been made the common stock, 
to the extent of its par value, plus all dividends, if any, 
to the extent of .... per centum per annum, which the 
company theretofore may have failed to declare and pay, 
shall be paid in full from such assets as remain ; and any 

surplus then remaining to the amount of dollars 

shall be distributed among the holders of said stock ; and 
all surplus, if any, remaining thereafter, in excess of said 
amount shall be distributed among the holders of the pi^e- 
f erred and common stock, share and share alike. 
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This provision is intended to guard against the danger 
involved in the following situation. A company, largely 
in arrears in its preferred dividends, and with its common 
stock selling at a low figure, may be favored by a large 
increase in the value of its properties. If the preferred 
stock is not preferred as to assets, the holders of the com- 
mon stock may buy enough of the preferred to give them 
the majority necessary to dissolve the corporation and dis- 
tribute the assets. The outcome of this transaction might 
be that the common stockholders would make a large profit 
at the expense of the preferred stockholders. Such a specu- 
lation is made impossible by a provision such as the above. 

4. Payment of Dividends on Common Stock: 

Whenever all eumulative dividends on the preferred 
stock for ail previous years shall have been declared and 
shall have become payable, and the aecnied quarterly in- 
stallments for the current year shall have been declared, 
and the company shall have paid such eumulative divi- 
dends for previous years and such accrued quai*terly 
installments, or shall have set aside from its surplus or 
net profits a sum sufficient for the payment thereof, and 
shall have made such deductions and reseiwations from 
profits as are hereinafter set forth, the board of di- 
rectors, in its discretion, may declare dividends on the 
common stock, payable then or thereafter, out of any re- 
maining surplus or net profits. 

This clause is a restatement of the rights of the pre- 
ferred stockholder in terms of the right of the corporation 
to pay dividends on the common stock. 

5. Sinking Fund for Retirement of Preferred Stock: 

The company will create a eumulative first preferred 
stock sinking fund for the redemption or purchase of * 
preferred stock, and for that purpose will set aside out 
of net profits remaining after the payment of full divi- 
dends (with all arrearages) upon the first preferred stock 

and second preferred stock, $ wfithin ...... days 

after in the year and $ Avitbin .... 

days after in each thereafter ; the sinking fund to 

be applied to the purchase of first preferred stock at the 
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lowest price obtainable, not exceeding 115% of the par 
value and accrued dividends, or, if not purcliasabie at 
said price, to the redemption of the first preferred stock 
at of par plus accrued dividends. Moneys 

credited to the sinking fund will he required to be with- 
drawn from the business and kept available for sinking 
fund pui’poses. 

In case in any year dmdends in excess of 5% shall 
be paid upon the common stock, the next succeeding first 
preferred stock sinking fund payment shall be increased 
by a sum equal to the amount of dividends in excess of 
.... % so paid upon the common stock. 

The sinking fund provisions in preferred stock con- 
tracts, of which the above is a good example, are now al- 
most universal. This provision does not, it will be ob- 
served, compel the corporation to set aside and pay a 
certain annual sum to the holders of the preferred stock. 
Such payments are contingent upon profits. Assuming, 
however, that profits are earned, the obligation to redeem 
a portion of the stock is unconditional. 

6. Surplus to be Maintained: 

The corporation shall not at any time jDay dividends 
upon the common stock which will reduce the surplus of 
unappropriated profits below and no divi- 

dends upon the common stock shall be paid until the 

surplus of unappropriated profits shall amount to 

net current assets maintained at stipulated amount. 

7. The Net Current Assets 

of the company : cash, materials, supplies, etc., good ac- 
counts and notes receivable, less all liabilities maturing 
in less than one year — shall at no time fall below an 
amount equal to the first preferred stock then outstand- 
ing or , * . . No dividends shall be paid on any class 
of stock until this requirement is complied with. 

These two restrictions aim, first, to insure the preferred 
stockholder against a dividend policy too liberal to the 
common stock, and, second, to guard the preferred stock- 
holder against all over-investment of profits in plant and 
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equipment by wliieli the liquid assets of the company would 
be so much reduced as to force the directors to borrow too 
large an amount of working capital. Observe that until 
this second requirement has been met, no dividends shall 
be paid upon any class of stock. The operation of this 
clause will result in an accumulation of dividends on the 
oreferred stock. 

8. Special Voting Powers of Preferred Stock: 

The holders of the first preferred stock shall elect one- 
third of the board of directors and shall have in addition 
full voting rights on all matters by the charter reserved 
for the determination of the stockholders. The remainder 
of the directors shall he elected by the holders of the sec- 
ond preferred stock and common stock. 

9. Restrictions on Directors: 

Without the consent expressed in writing of three- 
fourths of the holders of both classes of preferred stock, 
the corporation shall not (a) create any lien or mortgage 
upon any of the real or personal property of the com- 
pany; (b) make any change in the voting powers of any 
class of stock; (c) sell all or substantially all of the prop- 
erty of the company; (d) sell any part of the real estate 
or securities of the company without investing the pro- 
ceeds in new property of a similar character, acceptable 
to . . . (e) make any increase in the authorized 

amount of either class of preferred stock, or create any 
stock issue priority to the first preferred stock; (f) au- 
thorize the increase of either class of preferred stock, 
and even with the consent of the holdei's of three- fourths 
of each class of preferred stock authorize any increase in 
such issue unless the earnings for the preceding fiscal 
year are . . . also unless all arrearages of divi- • 

dends on the class of preferred stock that it is proposed 
to increase shall have first been discharged; (g) issue 
any bonds or notes maturing more than one year from 
the date of issue; (h) change the voting power of either 
class of preferred stock. 

The purpose of these restrictions is to secure to the pre- 
ferred stockholders adequate representation on the board 
of directors and to give them a veto on any acts of the 
corporation which they may consider injurious to their 
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interests. The three-fourths percentage is that usually 
selected. A larger amount would open the door to ob- 
structive, blackmailing tactics by a small minority. A bare 
majority might act unfairly to a large minority. What- 
ever course of action meets the approval of three-fourths 
of the preferred stock will usually be wise and fair. 

10. Supplementary : Veto powers : 

The aggregate eompensation of the administrative 
officers of the company shall not exceed . , . . , until the 
gross sales of the company reach . . . . , and shall not 
be increased thereafter, unless with the consent of three- 
fourths of the holders of both classes of preferred stock, 
by an amount greater than .... or one per cent of the 
increased sales. 

The limitation of salaries prevents the controlling 
holders of common stock from exioloiting the company by 
paying themselves excessive eompensation, a common prac- 
tice especially since the passage of the Excess Profits Tax 
Law. 

11. Security for Loans: 

The corporation agrees with the holders of the pre- 
ferred stock not to pledge as security for loans any of its 
quick assets or personal property without the consent of 
three-fourths of the holders of the preferred stock ex- 
cept as it may discount its bills and notes receivable. 

This aims to force the company^ to care and conserva- 
tism in the matter of incurring bank loans. It is, however, 
of doubtful value since the directors, unable to borrow on 
their current assets, may be forced to sell them on un- 
favorable terms in order to meet pressing demands for cash. 

12. Leases: 

The company agrees that without the consent of the 
holders of three-fourths of the preferred stock it will not 
lease any of its property. 

This wise restriction is intended to prevent the con- 
veyance of property which has suddenly become valuable, 
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by the metlioci of lease, and the diversion of a large por- 
tion of the profits, by this method, away from the treasury 
of the owning company. 

13. Use of Credit ; 

The company agrees that without the consent of 
... it will not lend its credit by way of endorse- 
ment, guarantee or surety to any other person, fiimi or 
corporation, except by endorsement of notes receivable 
for discount. 

This is aimed to guard against a practice which has 
involved many corporations, once prosperous, in serious 
embarrassment. The contingent liability of the guarantor 
comes before the preferred stock, whose interests are pro- 
tected by the grant of this right of veto. 

14. Classes of Directors: 

The directors of the company shall be divided into 
three classes. The directors of the first class numbering 
one-third of the total number of directors shall be elected 
for a term of five years by the holders of the first pre- 
ferred stock. The directors of the second class, also one- 
third of the total number, shall be elected for a term of 
two years by the holders of the second prefeiTed stock. 

The remaining directors of the company, composing the 
third class, shall be elected for a term of one year by the 
holders of the common stock. 

15. Breach of Covenants: 

In ease of a breach of any of the foregoing cove- 
nants by the corporation, it is agTeed with the holders of 
the preferred stock that at the next election all the votes 
for dii’eetors whose terms then expire shall be east by the 
holders of the first preferred stock ; and that at the second 
election next succeeding such breach of covenant and re- 
striction, all the votes for directors whose terms shall then 
expire shall be east by the holders of the first preferred 
stock so that after the second annual election all the 
directors of the company shall have been chosen by the 
holders of the first preferred stock. And it is further 
agreed that the terms of such directors shall be equal to 
the terms of the directors by the preceding section re- 
quired to be elected by the holders of the first preferred 
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stoekj so that in ease any of the foregoing restrictions 
or covenants shall be violated within one year there- 
after, the entire board of directors shall be chosen by the 
holders of the first preferred stock. 

And it is further agreed that the exclusive voting 
power, not only for directoi*s, but on all other matters by 
law reserved to the stockholders, so long as the above 
mentioned breach of covenant may continue and for one 
year thereafter, shall reside and be vested in the said 
holders of first preferred stock, and it is further agreed 
that the report of the auditors of the company as to 
the observance of all of the above described covenants 
and conditions shall be conclusive as to the fact of 
their breach or observance. 

16. Injunctions : 

In ease an}^ holder of the first preferred stock of 
this company shall petition any court of competent juris- 
diction for relief or an injunction restraining the officers 
and directors from doing or continuing to do any act 
which would result in a breach of any of the foregoing 
covenants and agreements, the company agrees that it 
will not interpose any defense to such proceeding. 

When the method of issuing shares without par value 
is used instead of setting forth that the capital stock is 
$100,000,000, divided into 100,000 shares of $100 each, the 
representation is made that the capital stock is divided 
into 100 shares. The value of property represented by 
stock without par value may be settled by resolution of the 
board of directors or the value of the stock may correspond 
to the subscription price. In some states, for example, 
New York, a known amount of stock must be paid for 
each share. For all practical purposes a share of stock 
without par value serves as well as the more general type 
of share. The holder can receive dividends, the rate stated 
in the number of dollars per share, the percentage form 
made in the newspapers being of no practical consequence. 
As a matter of fact, the official resolutions of corporations 
declaring dividends frequently recite that a dividend of a 
certain number of dollars a share is to be paid. The 
holders of stock without par value can vote and participate 
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in the proceeds of liquidation. All rights of stockholders 
are theirs. If they desire to offer their stock for sale their 
shares will be valued on the basis of the earning power 
of the company wRich depends, not merely upon the 
amount of property or .money contributed, which stock 
with par value is supposed to represent, but primarily 
upon the ability with which this property is adMnistered 
by the officers and directors of the company and also by 
general business conditions of the country and those affect- 
ing the particular industry in which the company operates. 

Ten states now authorize the issue of common stock 
without par value and two, Pennsylvania and New Hamp- 
shire, authorize the issue of preferred stock without the 
dollar mark. The argument for the development of this 
kind of stock is contained in the report of the Committee 
on Corporation Laws of the New York State Bar Associa- 
tion, presented in January, 1909, composed of Mr. Francis 
Lynde Stetson, Mr. Edward M. Shepard, and Mr. Victor 
Morawetz. The reasons influencing the recommendation 
were stated in the report of the committee as follows : 

Perhaps the veiy strongest impression today of un- 
fair corporate organization has arisen from so-called 
. ^over-capitalization.’ About this it has been felt that 
there has been, or, at least, seemed to be, an element of 
. misrepresentation or even deceit. Sales on the stock ex- 
change or other market of common shares immediately 
after the companies have been launched made at a small 
percentage of nominal par (and theoretically real) value, 
have afforded or, at least, have seemed to afford, some 
reason for this wide-spread belief, even though the de- 
ception or misleading of investors by stock-watering may 
have been greatly exaggerated. This popular verdict, 
whatever its justification, is injurious to corporations 
and investors and to legitimate business interests. 

The abolition of the money denomination of shares 
would, we believe, deprive those who promote corpora- 
tions of the advantages, real or seeming, of that ex- 
aggerated capitalization, which undoubtedly is possible, 
under the existing laws of every or nearly every Ameri- 
can State; and at the same time, it would compel in- 
vestors to fix their attention upon actual value, free of 
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tlie inflnenee of wiiat, as overwhelming experience sliows^ 
tends to become nominal or symbolic valuation. We 
■would have the truth recognized, without the misleading 
effect of such valuations, that a common share of stock 
of a corporation represents neither more nor less than a 
certain aliquot part, a one-thousandth or one-millionth 
or other fraction, according to the number of common 
shares of the net value of the enterprise over and above 
all debts and stock preferences. If promoters or di- 
rectors wish to assert a money valuation for their shares, 
this amendment would not prevent them from doing so in 
such manner as would secure the confidence of their 
creditors; but, they ought to be compelled to do that di- 
rectly, and thereafter be rigorously held to make their 
representations good. 

The report of the Railroad Securities Commission trans- 
mitted to Congress in 1911 presents the argument in favor 
of stock without par value in great length, as follows : 

We do not believe that the retention of the hundred 
dollar mark, or any other dollar mark, upon the face of 
the share of stock is of essential importance. We are 
ready to recommend that the law should encourage the 
creation of companies whose shares have no par value and 
permit existing companies to change their stock into 
shares without par value wlienever their conveiiience re- 
quires it. After such conversion any new’’ shares could be 
sold at such price as was deemed desirable by the board 
of directors, with the requirement of publicity as to the 
proceeds of the sale of such shares and as to the 
disposition thereof ; giving to the old shareholders, except 
in some eases of reorganization or consolidation, prior 
rights to subscribe pro rata, if they so desired, in pi'o- 
portion to the amount of their holdings. 

As between the two alternatives of permitting the is- 
sue of stock below par or authorizing the creation of 
shares -without par value, the latter seems to this com- 
mission the preferable one. It is true that it will be less 
easy to introduce than the other because it is less in ac- 
cord with existing business habits and usages ; but it has 
the cardinal merit of accuracy. It makes no claims that 
the share thus issued is anything more than a participa- 
tion certificate. 

The objections to the creation of shares without par 
value are two in number: first, that their issue will per- 
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mit inflatioiij by making it easy to create an excessive 
number of shares; and, second, that it will produce a 
division of roads into two classes, those whose shares 
have a par value and those whose shares have not. The 
second of these objections does not appear to be a veiy 
serious one. There are listed on the stock exchanges 
today, side by side with one another, shares of the par 
value of one hundred dollars, shares of the par value of 
fifty dollars, shares with veiy much smaller par value, 
and a few, like the Great Northern Ore certificates, with 
no par value at all. The share sells in each case simply 
for what the public supposes it to be worth as a share. 
The danger of inflation deseiwes more serious eonsidera- 
tion. We believe, however, that it is more apparent than 
real, because shareholders will be jealous of permitting 
other shareholders to acquire shares in the association 
except at full market value, and vdll not permit the is- 
sue of such shares to themselves at prices so low as seri- 
ously to impair the market or other value of their hold- 
ings. Shares either with or without par value, and 
whether sold at par or above par or below it, should, ex- 
cept in cases of consolidation and reorganization, be 
offered in the first instance to existing shareholders pro 
rata. 

The issue of stock without par value offers special 
facilities for consolidation and reorganization. 

Where two roads have consolidated, whose shares 
have different market values, it has been the custom to 
equalize the difference by the issue of extra shares of the 
consolidated company to the owners of the higher priced 
stock. This practice has always tended to produce in- 
crease of capital issues, and may readily cause the new 
stock to be issued for a consideration less than its par 
value? The only alternative was to scale down some of 
the old stocks ; and this often involved serious difSculties, 
both of business policy and of law. By the simple ex- 
pedient of omitting the dollar mark from the new shares, 
the number can be adjusted to the demands of financial 
convenience, vdthout danger of misrepresentation or sus- 
picion of unfairness to anyone. 

In the case of reorganization, the advantage of shares 
without par value is even more obvious. It is here that 
the necessity and justice of getting money from stock- 
holders is greatest. It is here that the impossibility of 
getting them to pay j)ar for new shares is most con- 
spicuous. We believe that in such cases the public inter- 
est would be subserved and the speedy rehabilitation of 
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tbe roads iDromoted by i^equiring the conversion of ihc 
cominon stock and eneonraging the conversion of the pre- 
ferred stock into shares without par value; the ctudili- 
cates simply indicating’ the proportionate or ])reterential 
cdaims of the holdei’s upon assets and upon such protils 
as niight from time to time be earned. 

All of these considerations seem to apply witli equal 
i'orco to tlie securities of railroads under state iiicorpora- 
lions, and we believe the laws of tlie several states ('ould 
with advantage be modified so as to pi’ovide for tlie is- 
siianee of stock without par value. 


CHAPTER V 


MATEEIALS OF THE FINANCIAL PLAN— BONDS 

Corporation bonds are promissory notes, usually in 
denominations of $500 or $1,000, and as evidences of the 
same debt, $1,000,000, $50,000,000, or $300,000,000, as the 
ease may be. The evidences of these large debts are issued 
in a number of notes, in order that they may be readily 
marketed. A corporation wishing to borrow $1,000,000 
for thirty years on the best security, would have great 
difficulty in placing the entire loan with a single investa.r. 
No matter how good the security might be, few investors 
have sufficient funds to make a loan of this amount. By 
issuing, instead of one note for $1,000,000, one thousand 
notes of $1,000 each, the corporation is able to draw upon 
the funds of a large number of investors who may buy its 
thirty-year notes, in lots of one, five or fifty. 

The division of the debt into a large number of ‘‘pieces’" 
necessitates the intervention of a “ trustee ’ ’ who will repre- 
sent the owners of the bonds in all negotiations with the 
debtor company, wherever the borrower gives “security” 
for his debt. The “trustee” takes the place for the bond- 
holders that the company organization holds for the stock- 
holders. Without this representation, it would be necessary 
for the bondholders to maintain a regular organization to 
elect directors, who would elect officers to represent the 
body of creditors. All these arrangements are made un- 
necessary by the election of a trust company to act for the 
bondholders as their permanent representative. 

These notes are usually secured as an entirety, by a 
mortgage, the relation of each to the security being the 
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same as every other. A mortgage is a written instrument 
for the conveyance of real or personal property by a debtor, 
to the creditor or his representative to insure the per- 
formance by the debtor of his promise to pay interest and 
principal. But the possession of the property may remain 
with the debtor, and this is the rule when real property 
is pledged. When pex'sonal property, however, such as 
shares of stock is pledged as security for a loan, the actual 
property is usually turned over to the lender representa- 
tive or trustee, usually a trust company. 

The form of a bond is as follows: 

(Form of Coupon Bond.) 

IFNITEB STATES OF AMERICA. 

State of New York. 

No. 100. $500.00. 

THE LONG ISLAND RAILROAD COMPANY. 

Four Per Cent Refunding Mortgage Gold Bond, 

Due March 1, 1949. 

THE LONG ISLAND RAILROAD COMPANY, 
a corporation organized and existing under and pur- 
suant to the laws of the State of New York, for 
value received, hereby promises to pay to the bearer, 
or, if tin's bond be registered, then to the registered 
owner hereof, at its financial agency in the l)orongh 
of Manhattan, in the City aiKl State of Now York, 

500 (lollars in gold coin of the United States of Amer- 
ica, of or etpial to the present standard of wthgiit and 
fineness, on the first day of March in the yt‘ar i\ine- 
teen IiundrcMl and forty-nine, and to |)ay interest 
there{m at the rate of four per cent per annum, from 
the iirst day of September, nineteen liundn'd and 
three, in like gold coin, semi-annually, on tlu‘ first 
days of March and September in eacdi ytuir, upon 
presiuitatioii and surrender at its agency aforesaid 
of the cnnqxms hereto annexed as they severally be- 
come due and until said princi})al sum is paid. 

Both the principal and interest of this bond are pay- 
able without deduction for any tax or taxes wliicli 
the Railroad Company may be required to pay or re- 
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tain therefrom under any present or future law- of 
the United States or of the State of New York. 

This bond is one of a series of bonds of like date 
and tenor, of the denomination of five hundred dol- 
lars or multiples thereof, known as Four Per Cent 
Kefunding Mortgage Gold Bonds, issued and to be 
issued to an amount not exceeding in the aggregate 
the principal sum of forty-five million dollars at any 
one time outstanding, all of which bonds are issued 
and to be issued under and equally secured by a 
mortgage and deed of trust dated September 1, 1903, 
executed by THE LONG ISLAND KAILEOAD 
COMPANY to THE EQUITABLE TEUST COM- 
PANY OF NEW YOEK as Trustee, to which mort- 
gage and deed of trust reference is made for a de- 
scription of the properties and franchises mortgaged, 
the nature and extent of the security, the rights of 
the holders of bonds under the same, and the terms 
and conditions upon which the bonds are issued and 
secured. 

IN WITNESS WHEEEOF, The Long Island 
Eailroad Company has caused its corporate seal to be 
hereunto affixed and attested by its Secretary or As- 
sistant Secretary, and this bond to be signed in its 
corporate name by its President or Vice-President, 
and has also caused the signature of its Treasurer to 
be engraved upon the annexed coupons, as of the 
first day of September, in the year one thousand nine 
hundred and three. 


THE LONG ISLAND EAILEOAD COMPANY, 

By President. 

Attest : 

Secretary. 


(Form of Coupon.) 

No. 100. $10.00. 

THE LONG ISLAND EAILEOAD COMPANY 
will pay to the bearer at its financial agency in the 
City of New York, on the first day of March, ten dol- 
lars ($10.00) in gold coin, being six months' interest 
then due on its Four Per Cent Eefunding Mortgage 
Gold Bond Number 100. 


Treasurer. 
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This bond or promissory note refers to a certain mort- 
gage executed to the Equitable Trust Company of New York 
by the borrowing company, for the equal securing of all the 
bonds, ninety thousand in number, into which this loan is 
divided. This mortgage describes in detail the property of 
the company set aside for the securing of its bonds, and trans- 
fers it to the trustee, in the following granting clause 

That in order to secure the payment of tlie princi- 
pal and interest of all said bonds at any time issued 
and outstanding under this indenture, acdording to 
their tenor, purport and effect, and to secure the per- 
formance and observance of all the covenants and 
conditions herein contained, and to declare the terms 
and conditions upon which said bonds are issued, re- 
ceived and held, and for and in consideration of the 
premises and of the acceptance or purchase of said 
bonds by the holders thereof, and of the sinn of one 
hundred dollars, lawful money of the United States of 
America, to it fully paid by the Trustee on or before 
the ensealing' and delivery of these presents, tlie re- 
ceipt whereof is hereby acknowledged. The Long 
Island Eailroad Company, the |)arty of the (irst ])art, 
has granted, hargamed, sold, aliened, released, eon- 
veged, assigned, transferred and set over, and l>.v these 
presents does grant, hargain, sell, allc}}, release, con- 
rey, assign, transfer and set over unto the sai<l Trus- 
tee and its successors in the trust hereby creaied, all 
and singular the railroad and ferry properfi/, and oilier 
property, real and personal, used in conuectinn with 
such railroad and ferry i3roperty, and franchise's of 
every kind relating thereto or exercisable in (luniu'c- 
tion therewith, of the Eailroad Company, including 
the following, to wit:- 

(A detailed description of the property follows.) 

This grant, however, is not absolute, but conditional. If 
the borrowing company performs its obligations to pay prin- 
cipal and interest, and, as we shall show liereafter, to con- 

1 Detailed provisions for registration omitted, 

^ Italics are the author^s. 
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serve the security of the bonds^ then the grant lapses. It is 
made for a specific purpose, namely the securing of the bonds, 
and when the bonds have been paid, the purpose has been 
accomplished, and the title to the pledged property reverts 
to its owner who is, moreover, so long as he lives up to his 
obligations, allowed to remain in undisturbed possession. The 
clauses of the mortgage governing these matters are as 
follows: First, the ‘^^Habendum’^ clause: 

TO HAVE AND TO HOLD all and singular 
the above mentioned and described railroads, rail- 
road property, ferries, ferry property, franchises, real 
estate and personal property unto the said The Equi- 
table Trust Company of New York, as Trustee, its 
successors and assigns forever. 

BUT IN TEUST, NEVERTHELESS, for the 
equal and proportionate benefit and security of all 
holders of the bonds and coupons issued and to be 
issued under and secured by this indenture, and for 
the enforcement of the payment of said bonds and in- 
terest, when payable, according to the tenor, purpose 
and effect of such bonds and coupons, and to secure 
the performance and observance of and compliance 
with the covenants and conditions of this indenture, 
without preference, priority or distinction, as to lien 
or otherwise, of one bond over any other bond by or 
by reason of the purpose of its issue, so that each and 
every bond issued or to be issued hereunder shall have 
the same right, lien and privilege under and by vir- 
tue of this indenture, and so that the principal and 
interest of every such bond shall, subject to the terms 
hereof, be equally and proportionately secured hereby 
as if all had been duly issued, sold and negotiated 
simultaneously with the execution and delivery here- 
of.^ 


1 The right of the railway company to remain in possession of the 
property is not expressly stated in this mortgage but is implied from 
numerous clauses. This conveyance of its property by a company to 
the trustee is not in perpetuity. When the obligations of the bonds 
are discharged the property reverts to the company. 



68 


COEPOEATIOlSr EIKANCE 


AETIOLE SEVENTEENTH.— If, when the 
bonds hereby seeured shall have become due and pay- 
able, the Eailroad Company shall well and truly pay 
or cause to be i)aid the whole amount of the principal 
and interest due upon all of the bonds hereby secured 
then outstanding, or shall provide for such payment 
by depositing with the Trustee hereunder, for the 
payment of such bonds and interest thereon, the en- 
tire amount due or to become due for principal and 
interest, and shall also pay or cause to be paid all 
other sums payable hereunder by the Eailroad Com- 
pany and shall well and truly keep, perform and ob- 
serve all the things herein required to be kept, per- 
formed and observed by it according to the true in- 
tent and meaning of this indenture, then and in that 
case the premises and all properties, rights aiitj in- 
terests hereby conveyed shall revert to the Eailroad 
Company and at its cost and expense, enter satisfac- 
tion and discharge of this indenture upon the rec- 
ords; otherwise, the same shall be, continue and re- 
main in full force and virtue. 

In addition to promising to pay the principal and inter- 
est, the railway company enters into a number of agreements 
which are designed to maintain the security of the bonds in- 
tact. Some of these covenants are as follows : to pay taxes, to 
keep the property in repair, and to perform all the obliga- 
tions of the franchises and leases under which the lines of 
the system are operated. Failure to perform any of these 
covenants would evidently impair the value of the security 
underlying the bonds. 

In case the railway company defaults in the payment of 
principal or interest, or fails to perform any of the covenants 
into which it has entered for the protection of the bond- 
holder, the mortgage provides that the Trustee may either 
enter upon the property and operate it for the benefit of 
creditors, or sell the property and apply the proceeds of the 
sale to the payment of the company's debts, returning any 
balance which may remain to the company, or apply for a 
receiver to administer, and if deemed wise, sell the property 
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for the benefit of creditors. The company agrees not to 
interpose any obstacle or objection to the enforcement of the 
bondholders^ rights by the Trustee. 

The purpose and effect of this mortgage is to set apart 
certain property of the company for the protection of its 
creditors should it default on an}?- of its obligations^ and to 
provide a method by which the representatives of the 
creditors may take possession of this property when default 
occurs, and apply its income or the proceeds of its sale to 
the payment of the company's debts. The company, in effect, 
says to its creditors : ^^We appoint you or your representative, 
our trustee, to pay our debts in the event that we are unable 
to pay them. In order that you may discharge your trust, 
we place in your hands certain property with the stipulation 
that as long as we perform our obligations we may be allowed 
to use the property as our own. Should we fail, however, 
in the performance of any of these obligations, then you, 
our trustee, are to sell the property and so discharge the 
obligation of your trust.’^ 

These mortgages may be of various grades, first, second, 
and third mortgages, all resting upon the same property, 
differing from each other in the relative superiority of their 
liens. Thus the bonds secured by the lien of a second mort- 
gage, if the company defaults on their interest, cannot en- 
force their claim by seizing and selling its property, until 
they have first satisfied the claim of the holders of the first 
mortgage bonds, or, if they sell the property, they must sell 
it subject to this first mortgage lien. Except during a receiv- 
ership, as will be explained hereafter, as long as the bonds 
which the first mortgage secures are in existence, the prop- 
erty of the company can in no way be separated from the 
lien of the first mortgage. In the same way, the lien of the 
third mortgage is inferior to that of a second mortgage. 

The nature of a mortgage as a conveyance of property 
appears more clearly in a collateral trust mortgage, where 
the security of the bonds consists of the stocks or bonds of 
other corporations. Tinder these mortgages, not merely the 
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blit the physical possession of the property passes to 
the Trustee. For example, the Trust Indenture securing the 
bonds issued jointly in 1901 by the Great Northern and the 
Northern Pacific Eailroad Companies, secured by the stock 
of the Chicago, Burlington & Quincy, provides: 

That, in order to secure the payment of the prin- 
cipal and interest of all such bonds at any time is- 
sued and outstanding* under this indenture, and the 
performance of all the covenants and conditions here- 
in contained, and in consideration of the premises 
and of the x)urchase and acceptance of such bonds by 
the holders hereof, and of the sum of one dollar 
to each of them duly paid by the Trustee at the en- 
sealing and delivery of these presents, the receipt 
whereof is hereby acknowledged, the Eailway Com- 
panies, parties of the first part, have assigned and 
transferred, and by these presents do assign and trans- 
fer unto the Trustee, party of the second part, its 
successors and assigns, one million and sixty-six thou- 
sand and six hundred (1,066,600) shares of the capi- 
tal stock of the Chicago, Burlington Quincy Eail- 
road Company, the certificates for which have been 
delivered to the Trustee, and all additional shares of 
the capital stock of said Company in exchange for 
which bonds hereby secured shall be certified and de- 
livered hereunder. 

TO HAVE AND TO HOLD the said shares of 
capital stock, and all additional property that here- 
after shall become subject to this indenture unto the 
Trustee and its successors and assigns, in trust for 
the equal and proportionate security of all present and 
future holders of bonds and interest obligations is- 
sued, and to be issued, under and secured by tbis in- 
denture, and for the enforcement of the payment of 
said bonds and interest obligations when payable, and 
the performance of and compliance with the covenants 
and conditions of this indenture, without preference, 
priority or distinction as to lien or otherwise of any 
one bond over any other bond by reason of priority in 
the issue or negotiation thereof. 


m 
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If any default should occur on the part of the borrowing 
companies, the Trustee is authorized to sell the shares of 
stock securing the bonds, and to proceed against the Great 
Northern and the Northern Pacific for the recovery of any 
balance which may remain after the Trustee applies the pro- 
ceeds of the sale to the payment of the bonds. As long, how- 
ever, as the borrowing companies carry out the conditions 
and covenants of the mortgage, the Trustee empowers the 
company issuing the stock which he holds in pledge, the 
Chicago, Burlington & Quincy, to pay to the owners of the 
stock, the Great Northern and the Northern Pacific, the 
dividends on the stock, and issues to them his power of 
attorney, or proxy, •which will authorize them to vote the 
stock as though the certificates representing it were in their 
possession, and they appeared as the registered owners of 
the stock on the books of the Chicago, Burlington & Quincy. 
In case of any default, how^ever, the Trustee immediately re- 
sumes these delegated rights of ownersliip, and the two 
borrowers lose their right to vote the Burlington stock and 
to receive dividends. 

NOTE: In later chapters, when dealing with the methods of pro- 
viding new capital, further material relating to the mortgage bond 
and the collateral trust bond will be presented. 
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TERMS AND CONDITIONS OP BOND ISSUES 

We have now described the ordinary securities wdiich 
our new company may issue to obtain the money required 
to construct its plant. Our next topic is the methods by 
which these securities are prepared and included in a plan 
of capitalization, for sale to bankers or to the public. 

In taking up the considerations which the banker and 
promoter must have in mind in preparing a financial plan, 
we note first that their chief concern is to obtain the neces- 
sary money on the easiest terms. Up to the point of pro- 
viding the money, their interests are united. It is only 
when the division of the profits is reached that they part 
company. We have now to consider the choice of securi- 
ties of which the capitalization of the new company is to 
consist. These are, as we have seen, stock of various kinds, 
and bonds with various kinds of security. 

As a rule, whenever the entei*prise admits, tlie financial 
plan will call for the issue of bonds, and if that fails, 
for the issue of preferred stock. The reason for preferring 
this method of borrowing lies in the nature of a bond. The 
purchaser of a corporation bond, in return for what he 
considers to be sufficient security of income and principal, 
surrenders his right to participate in the profits of the 
(3onx|)any above the rate of interest named in his bond, six, 
seven or eight per cent. With the preferred stockholder, 
the situation is the same. In return for a preferred claim 
to a fixed rate of dividend, the preferred stockholder, un- 
less his stock is participating, suiTenders the remainder of 
the dividends to the common stock. If, therefore, in the 
financial plan, all, or a large part of the money necessary, 
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can be secured by selling bonds or preferred stock, and if 
the expectations of the promoters that large profits will be 
earned are realized, it is more profitable to employ this 
method. 

Suppose, for example, that $1,000,000 is required to 
carry through the consolidation, or build the plant, or con- 
struct the railroad, and that the earnings of the enterprise 
will be at the rate of twelve per cent or $120,000 annually. 
Suppose, further, that this money can be raised either by 
the sale of bonds, or by the sale of stock, or that both 
methods can be used in combination. If $1,000,000 can be 
provided by the sale of bonds bearing six per cent interest, 
the promoters and bankers wdll have common stock which 
can share surplus earnings of $60,000 a year, and for this 
stock they may have paid nothing, except the cost of secur- 
ing the options and selling the securities. Although they 
may have to surrender part of this common stock in con- 
nection with the sale of bonds, they can usually retain a 
sufficient amount to control the company. If they are 
obliged to sell common stock to obtain this $1,000,000, they 
must admit each share of stock to participation in their 
earnings .at a higher rate than that which bonds usually 
carry, and it will be difficult for them to obtain any sub- 
stantial interest unless they pay for it. Furthermore, 
when the security is good, bonds or preferred stock can be 
more readily sold, and at proportionately higher prices, 
than any other issue. Prom the standpoint of the banker 
and promoter, , bonds or preferred stock are preferred 
yrhenever the nature of the business admits of their issue. 

We now take up the classification of industries into 
those which furnish satisfactory security for the issue of 
bonds and those which do not. In the discussion of the 
mortgage as security, we have seen what great attention is 
paid to the enumeration of the items of property of a cor- 
poration, how carefully this property is segregated to pro- 
tect the holders of the bonds. When this property is non- 
specialized, that is when it can be put to a variety of uses, 
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so that it can readily find a purchaser, for example, real 
estate, or stocks of finished goods, or materials, then the 
property itself furnishes the security for the loan. A¥hen, 
however, the property of the company is specialized to 
the use of a particular business, such as a railroad or manu- 
facturing plant, where the business must be carried on 
in a certain place and by people who are skilled in its man- 
agement, and where the property, once devoted to a partieiilar 
use, can be turned to no other use, the real wseeurity of the 
creditor is not tlie property but the earnings of the property. 
With a mortgage on centrally located real estate, the selling 
value of the real estate can be easily realized, and a loan 
can be made without reference to the profitableness of the 
business which is to be carried on in the property. One million 
dollars, however, may be invested in the property of a manu- 
facturing company wliieli could not be sold for any other 
use than the one to which it is specifically devoted, for more 
than $100,000. The security of the creditors is here the 
profitableness of the business which is carried on in the 
factory. 

Furthermore, a business is not an aggregate of pliysical 
property but consists of pliysical property — buildings, boilers, 
machine tools — pins an indiistrial op])ort unity, plus the or- 
ganization and ability to operate tlie business. Tlie corpora- 
tion owning this business borrows the money, and the value 
of the business is based upon its earnings. Tlie pliysical 
property, which is set aside with such a {irofusion of formal- 
ity in the mortgage, is merely the visible symbol of its earn- 
ing capacity. Without the plant, it is true, earnings would 
be impossible, but the plant lias little value unless the spirit 
of profitable life is breathed into it by an intelligently 
inaiiaged organization. In estimating the stability of differ- 
ent classes of enterprises to furnish security for bond issues, 
we must take account first of this factor of earnings. 

Since the bondholder is solely interested in the security 
of his principal, and regular payment of his interest, and 
since both security and interest depend upon the permanence 
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of income, other things being equal the companies with the 
most stable earnings or a market for their products at all 
times reasonably satisfactory furnish the best security for 
bonds. Stability of earnings depends upon (1) the possession 
of a monopoly; (2) good management; and (3) the charac- 
ter of the business. 

Monopoly is exclusive or dominant control over a market. 
The more complete this control, the more valuable is the 
monopoly. The advantage of monopoly lies in the fact 
that the prices of services or commodities are controlled by 
the producer rather than by the consumer. In the long run, 
the returns in profits from monopoly are greater than when 
the consumer is able to play off one seller against another, 
and so secure concessions in prices. Monopolies are of va- 
rious origins. The most familiar are (1) franchises, the right 
to use public property for private purposes, for example, the 
furnishing of light, water and transportation, (2) control of 
sources of raw material supply such, for example, as that which 
the United States Steel Corporation exercises over the Lake 
Superior ore deposits, (3) patents, which give the exclusive 
right to manufacture an article for seventeen years; and 
(4) high cost of duplicating plant, which secures the rail- 
roads in thickly settled territory, where land values are high, 
and where terminal sites are especially costly, against com- 
petition from the duplication of their facilities. Of these 
forms of monopoly, those conferred by franchises and by high 
costs of duplication are most valuable from the standpoint 
of bond security. Next comes possession of supplies of raw 
material, and last patent monopoly. 

Stability of earnings also depends upon good manage- 
ment. This means not merely economical operation but culti- 
vation of new business. Stability of earnings depends finally 
upon the breadth of the demand. In manufacturing indus- 
tries, for example, those enterprises which produce raw ma- 
terials and the necessities of life have a more stable demand 
than those which produce highly finished articles and luxuries. 

We may classify enterprises according to the quality of 
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the security which they offer for an issue of bonds. Mining 
enterprises — eoal^ iron, copper, lead — furnish a basis for 
bond issues only when the extent of the resource is known. 
When a bed of coal or a deposit of ore has been sur- 
veyed and its contents estimated, it furnishes a basis for 
a bond issue up to a moderate percentage of its market 
value. Industrial enterprises are mortgaged, - as a rule, 
only when possessed of mineral properties or real estate. 
The limit of bond issues in these cases is narrow, and it lias 
a close relation to the selling value of the property. Public 
Service Corporations, operating under franchises liberal in 
terms, furnish excellent security for bond issues. The mo- 
nopoly of street railway or gas companies, which may have 
the exclusive right to serve the consumer for a term of years 
at prices which leave a large margin over the cost of produc- 
tion, is so perfect that the bondholder rims little risk of 
lending to a high percentage of the cost of the property. 
Eailroads furnish perhaps the best basis of bond issue be- 
cause of the stability of the demand for the transportation 
service which is rendered to every industiy, and because of 
the high cost of duplicating the railroad plant, ivhich secures 
existing lines in the possession of valuable territories, and, 
within the limits imposed by law, enables tliern to fix their 
rates on freight and passenger traffic. Most of the bonds 
which are outstanding in the United States are based on 
railroad property. 

We now take up the amount of bonds which can be issued* 
The amount of bonds should not be so great as to impose 
upon the corporation a burden of interest charges which is 
above, or even equal to, a conservative estimate of tlie earning 
power of the company under the worst conditions which it 
is likely to meet. If a corporation does not pay its interest, 
and is put into bankmptcy, its affairs are thrown into con- 
fusion. Even though it is relieved from bankruptcy without 
reorganization by an improvement in its business, serious 
damage will always be found to have resulted. In issuing 
bonds, therefore, conservative financiers keep in mind the 
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danger of bankruptcy to result from business depression or 
other unforeseen contingencies^ and regulate the amount of 
debt to guard against any such untoward event. 

The considerations which relate to the stability of differ- 
ent enterprises as security for bonds can also be employed 
to determine the percentage of income which can safely be 
represented by interest on bonds. A railroad company can 
safely assume interest payments which bear a much higher 
proportion to its income than a manufacturing company 
whose earnings fluctuate within much wider limits. In most 
cases, no more than twenty per cent of the ginss earnings 
of a railroad company should be represented by interest 
charges. This standard is established in one of the most 
stable of industries. It furnishes a limit above which, speak- 
ing generally, no company should go in pledging its earn- 
ings for the payment of interest charges. 

In fixing the amount of bonds to be issued, provision 
should be made for future issues of capital. Under normal 
conditions, every corporation, if well managed, will expand 
its operations and will largely increase its initial capital in 
handling the increased volume of business which the growth 
of the country and the energy of its management will bring 
to it. If the capital of the company was originally obtained 
by an issue of bonds, it will again resort to its credit to pro- 
vide funds for the enlargement of its plant. The corporate 
mortgage, however, is an obstacle^ to the subsequent sale of 
new bonds. When a mortgage authorizes $5,000,000, this 
amount cannot be increased without the consent of the 
bondholder, which is seldom obtained. The corporation is 
not likely to be in a position to offer inducements suffi- 
cient to persuade the bondholder to relax the obligation of 
his mortgage, and permit an increase in the amount of 
debt which it secures. Failing this provision, the natural 
method for the company to adopt in raising money for ex- 
tensions will be to mortgage these extensions, either directly, 
or by organizing separate companies to issue their mortgage 
bonds. When the company is very strong in earnings, and 
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its first mortgage debt is small, it may also raise money by 
a second or general mortgage. 

These methods, however, while available and desirable 
in some cases, are not so effective as a first mortgage on the 
entire property of the company in satisfying the demands 
of the investor that the bonds wliich he purchases should be 
properly secured. Take, for example, the case of a railroad 
building a line from Kansas City to Galveston. Upon this 
line is placed a first mortgage, securing an issue of bonds 
sufficient to pay the cost of construction. The railroad pros- 
pers, and, within a few years, the necessity arises for a large 
amount of branch line mileage. If the first mortgage does 
not contain the provision, wduch is nsual in the older mort- 
gages, that the lien of the indenture should include all prop- 
erty owned or thereafter acquired, it would be possible for 
the company to issue bonds secured by a first mortgage upon 
the branches and a second mortgage upon the main line. 
These bonds would be inferior to the bonds secured by the 
first mortgage upon the main line, because the branches are 
not indispensable to the main line, while the main line is 
indispensable to the branches. The holders of bonds secured 
by a first mortgage upon branch lines, in case of default and 
foreclosure proceedings, come into possession of property 
which depends upon other property for its value. On the 
otlier hand, foreclosure of a mortgage upon tlie main line 
■would bring into the possession of the bondliolders property 
which could stand upon its own feet, whicli would not depend 
w’holly or mainly upon the branches for its traffic, and to 
whose earning power the i:)ossession of branches would not 
be essential. 

The best security for bonds issued by such a corporation 
is the lien of a first mortgage npon tlie entire property of 
a company, a lien protecting not merely the bonds first 
issued, but all later issues, so that every bond may be secured 
by the lien upon the entire system. In case of default, 
holders of bonds secured by such a mortgage come into the 
possession of the property as a wdiole. Their owners need 
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not make concessions to the holders of securities protected 
by first mortgages on certain parts of the system. Eecent 
financial plans,, recognizing the Yalne of the best security 
in securing a ready market and a high price for bonds^ 
authorize amounts of first mortgage bonds which shall be 
sufficient to provide^, not merely for the original construction 
of the property, but for all additions and improvements. An 
example of such an issue is furnished by the Chicago Bell 
Telephone Company which, in 1908, authorized an issue of 
$50,000,000 of first mortgage bonds of which $3,000,000 were 
to be issued immediately, and the remainder over a period 
of years as required. 

At this point, however, we meet an objection. One of 
the chief advantages, from the standpoint of security, of a 
mortgage bond over any kind of stock, is the limitation of 
its issue. The buyer of a mortgage bond knows exactly what 
his security is in relation to the obligations outstanding 
i against it. If $5,000,000 of first mortgage bonds are sold 
the»investor knows that this amount can never be increased 
without his consent. If, however, he bought preferred or 
common stock, in the absence of special restrictions, there 
would be no limit to the increase in the number of shares. 
It is necessary, therefore, in providing for a large bond 
reserve in a financial plan, to satisfy the investor that the 
large amount of bonds held in reserve to be issued from time 
to time as the company’s business expands, does not weaken 
the security of the bonds which he is asked to purchase. 

The bondholder should have no objection to the unlimited 
issue of bonds secured by the same mortgage which protects 
his own holdings, provided that the additional proceeds of 
the additional issues could be invested to produce an income 
as great or greater than that earned by the initial investment. 
Indeed, from one point of view, the sale of additional bond^ 
and their investment to yield to the business more than their 
interest, strengthens the position of all the bonds, especially 
if any large part of these excess profits are left in the busi- 
ness. The earnings over interest charges are the protection 
a 
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of the boiidholder''’s interest. The surplus of assets over bond 
liabilities may be considered as an insurance reserve against 
such an impairment of the assets of the business as might 
threaten the security of the bonds. If a company is well 
managed^ and if its improvements and extensions are conser- 
vatively made^, the bondholder should have no objection to 
an increase of the amount of the debt secured by the same 
mortgage which protects his own bonds. It is, however, dif- 
ficult to give him such assurances, and to satisfy him that, 
without specific safeguards in the mortgage, his earnings will 
not be jeopardized by additional issues. A bond reserve is, 
therefore, usually included in the financial plan with such 
stipulations that the investor knows in advance the condi- 
tions under which the various installments of bonds author- 
ized can be sold. 

A company, arranging for a large bond reserve, must 
provide safeguards in the mortgage which will assure the 
investor that the proceeds of the issues of bonds which ma^ 
follow those which he buys wdll be so invested as to strengthen 
his security. The first of these safeguards is a limitation 
on the amount of bonds to be issued in any one year. A 
company with $50,000,000 of bonds authorized, which pro- 
poses to issue $20,000,000 or $30,000,000 within a short time 
after the first issue of $5,000,000, miglit weaken tlie con- 
fidence of the investor in the security of his bonds. The 
investor could not be made to understand why sucli a large 
investment would be necessary. He is assured on this point 
by sucli a restriction on the amount to be annually issued as 
appears in the mortgage of the Bell Telephone Company 
already referred to, which provides that no bonds in addition 
to the $5,000,000 sold on that date, could be issued until 
after December 1, 1909, and, thereafter, the trustee is per- 
mitted to certify bonds not exceeding $5,000,000 per annum. 

We have already seen that, if the same earnings are ob- 
tained on the investment of the proceeds of successive bond 
issues, as were shown on the first expenditure, the position 
of the bondholder would not be weakened. There is, how- 
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ever, always danger that this rate of earnings may not be 
realized. In order to insure the bondholder that there will 
always be a wide margin of safety in the cost of any property 
acquired with the proceeds of subsequent issues of bonds, 
provision is made, again quoting from the restrictions in 
the mortgage of the Chicago (Bell) Telephone Company, 
that the total amount of bonds issued shall at no time 
exceed fifty per cent of the value of the property as repre- 
sented by its total assets, nor more than sixty per cent of 
the real estate and construction account.^^ This protects the 
bondholders against an overestimate by the directors of the 
earnings from the new property by providing an ample mar- 
gin in the value of the property of the company above the 
mortgage obligations. 

Such restrictions, however, are unusual. As a rule, the 
bondholder will be satisfied if a limitation is made similar 
to the following in the mortgage securing the bonds of the 
Pacific Telephone & Telegraph Company : Of the first mort- 
gage and collateral trust bonds authorized, $12,000,000 may 
be issued for extensions, additions, etc., but only up to 66| 
per cent of the cost thereof.^’ The Pacific Telephone & Tele- 
graph Company is more liberal. The trust deed of this 
company provides that of the remaining $25,000,000 bonds 
over the $3,000,000 first issued, $22,000,000 shall be issuable 
only to cover actual expenses on plant and improvements, 
but at no time shall the amount of bonds issued exceed an 
amount equal to eighty-five per cent of such expenditures, 
nor shall they be issued to provide for repairs.^^ 

Another form of restriction makes additional bond issues 
depend upon earnings. A common provision is that inserted 
in the mortgage of the Utica & Mohawk Valley Eailroad 
■Company where the bonds reserved could be issued for sev- 
enty-five per cent of the actual cash cost of additions and 
improvements, but not until the net earnings for the preced- 
ing twelve months are equal to or exceed double the interest 
charge on the total amount of bonds outstanding, including 
those to be issued,^'’ It is better, from the standpoint of the 
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holder^, to limit the issue of new bonds with reference to 
the amount of surplus earnings of the company than by 
any other standard/ although tlie provision that bonds can 
be issued only up to a reasonable percentage of the cash cost 
of improvements is also desirable, 

A common stipulation for the protection of the bond- 
holdei/ whether bonds are reserved or noh with a company 
whose business is subject to wide fluctuations^, provides tliat a 
certain surplus of quick assets over liabilities should be main- 
tained at all times. A large amount of convertible assets in 
proportion to its liabilities insures a company against financial 
embarrassment. It was a lack of quick assets that carried 
clown the Westinghouse Electric and Manufacturing Com- 
pany in 1907. In the mortgage securing the $10,000^000 of 
five per cent gold bonds issued by the Eepublic Iron & Steel 
Company the following provision appears : 

The net cash and quick assets over and above lia- 
bilities, other than the $10,000,000 of bonds and the 
interest thereon, shall never be less than $6,500,000 
while any of the said issue of bonds remains out- 
standing, until the total amount of such issue of 
$10,000,000 not canceled, shall be IckSs than $6,500,000, 
and thereafter shall never be less than the amount of 
sucli $10,000,000 of bonds at any time uncanceled. 

Ey the phrase cash and quick assets ’’ is meant cash 
in bank, good accounts and bills and notes receivable, 
contract notes, or similar or other securities received 
on the sale of products of the Eepublic Company, 
raw material, manufactured products (it being un- 
derstood that the material shall be figured at actual 
cost without interest if cost is below tlie market 
value thereof at the time of the valuation thereof 
hereunder, but at market value if at such time below 
cost thereof). It is expressly understood and agreed 
that in the term raw material no ore or coal shall 
be included except such as has actually been mined 
and is then on the surface at the mines available for 
shipment by rail or in transit or at upper or lower 
lake docks, or at works. 
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This requirement resulted^ in 1907, in tlie suspension by 
the Eepiiblic Iron & Steel Company of dividends on its pre- 
ferred stock, all the cash assets of the company being neces- 
sary to preserve the stipulated margin of quick assets above 
liabilities. 

We may summarize the restrictions upon the issue of 
bonds reserved to be sold under first mortgage as follows: 

(1) A limitation on the amount which can be sold in 
any one year ; 

(2) Each installment to be restricted to a certain per- 
centage of the cost of additions or improvements upon which 
the proceeds of the bonds are expended, the percentage vairy- 
ing with the type of property and the permanence of the 
business. 

(3) That the earnings of the company shall show a sub- 
stantial margin over its interest or fixed charges, including 
the interest charges on the new bonds ; 

(4) In special cases, a provision that a surplus of quick 
assets shall always be maintained for the protection of the 
bondholder. 

If these restrictions are included in the mortgage, the 
existence of a large bond reserve need cause no apprehension, 
to the holders of bonds already issued under the same mort- 
gage. The company, for its part, is enabled to raise moneys 
on the most favorable terms and each succeeding capital 
expenditure, on account of the margin required in the cost 
of the property, increases the security of the bonds already 
outstanding. 

The Terms and Bates of Interest on Bonds , — A new 
company must usually sell its bonds at lower prices than 
after it has become established. After its success has 
been determined, the bonds of the company can be sold at 
higher prices or can be refunded at lower rates. Although, 
therefore, the investor usually prefers a long term bond of 
an established company, a new company usually issues a 
short term bond, not exceeding twenty or thirty years, ex- 
pecting that when it matures, instead of selling on a five or 
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five aDcl a half per cent basis, its bonds will sell to yield 
four or four and a half per cent. It then sells a new issue 
on more favorable terms and retires the bonds originally is- 
sued. In order to provide for refunding* the bonds at lower 
rates of interest, should the opportunity offer, provision is 
fi‘equently made in recent mortgages for retiring the entire 
issue at a preminin often of five per cent, a preiniuni low 
enougli not to prove burdensome to a company wishing to 
})ay off a six-per-cent loan by making another loan at five 
per cent, and yet a premium which amply compensates the 
holder of the six-i)er-cent bonds for any inconvenience he 
im,y suffer beeause he is forced to change his investment. 
Our next question concerns the rate of interest to be 
fixed on the bonds. Corporations engaged in different 
enterprises pay different rates of interest, depending upon 
what investors in that particular class of bonds are accus- 
tomed to receive. The rate of interest also varies, to some 
extent, with the location of the enterprise. Certain con- 
ventional rates of interest may be indicated, varying with 
the class of enterprise in which the corporation is engaged. 
Railroad eonipanies in good credit can usually borrow on 
first mortgage security at five to six per cent. Public 
service corporations pay six to seven per cent; bonds of 
Tnaiiufaetiiring, mining, luml)er eompanit^s, etc., seven to 
nine.^ The. t‘xj)lanation of tliese differences we find in tbe 
varying (hMuaud for different classes of bonds. The in- 
vestor ]rref(irs railroad bonds since, as a class, these give 
him the l)est security. ’When corporations engaged in 
enterprises whicli, from the standpoint of stability and 
security are, in the mind of the investor, inferior to the 
railway industry, apply for funds, tlie demand for their 
bonds is wealver than the demand for railroad ])Ofids, and, 
consequently, a higher rate of interest rmist be paid. 


1 Tlu'se raios of interest have been largely inereaset! since lOlG. 
Witli the rc(‘<'ss.ioii of prices wliieli will eveiitnally ('oine, tiiey muy he 
expoi'Uni to tlin'line. Over extended periods, .interest rates mov*e with 
commodity prices. 
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A new entei'prise must, as a rule, either sell its bonds 
at a discount or give a bonus in stock. Take, for example, 
an industrial corporation which has excellent prospects, 
and -to which the creditor is willing to lend money. The 
company wishes to borrow at six per cent, and approaches 
a representative of the investor for a loan. The answer is 
that money can be loaned on security of this class to es- 
tablished companies with a record of earnings, interest pay- 
ments, and dividends, and that if the new company wishes 
funds it must offer suitable inducements. These induce- 
ments can take various forms. A higher interest rate 
might be suggested, but this would create an unfavorable 
impression as to the security which the company offered. 

Another method is to offer the bonds at a discount, 
which is equivalent to placing a higher rate of interest 
upon them* A six-per-cent bond, for example, which 
might be sold at par by an established company, might 
be offered by a new company at 80. This is equivalent to 
paying a higher rate of interest than six per cent. The 
coi'poration sells to the investor for $800 the right to receive 
six per cent on $1,000, and the further right, at the end 
of thirty years, to be repaid $1,000. In selling bonds at a 
discoiint a corporation is not merely paying six per cent 
on a larger amount of money than it receives, but is also 
obligating itself to pay back a larger amount than it re- 
ceived. The sale of bonds at a discount is, therefore, less 
advantageous from the standpoint of the company than to 
offer the investor a higher rate of interest, although in 
practice it is more often resorted to. 

It is unusual, however, to find corporations paying more 
than the conventional rates of interest. The sale of bonds 
at a discount is more common. The reason is that investors 
grow suspicious wiien unusual rates of interest are offered, 
while they will very gladly buy bonds at a discount which 
represent, on their face, a moderate rate to the corpora- 
tion. 

Another method, less frequently employed than before 
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the days of earefnl regulation of capital issues, in selling 
the bonds of a new company, is to make the creditor, in a 
sense, a partner in the concern, by giving him with his 
bond one or more shares of stock, and selling him the bond 
at or near par. In this wa}^, the corporation receives a 
larger amount of money, and the creditor is admitted to 
share in the profits of the concern, a fact whicli may recon- 
cile him to advancing money to new enterprises at no 
greater rates of interest than he could obtain from estab- 
lished corporations. The estimates of the earning power 
of the new company are usually so liberal as to permit a 
sufficiently large issue of stock to pay the bonus on bond 
sales, and still leave an ample supply in the hands of the 
projectors of the enterprise. 

Another method employed to give the bondholder more 
than the legal rate of interest is to grant him a participa- 
tion in earnings. This method is legal and a few cases 
have been noted where it has been employed. The agree- 
ment is inserted in the bond that, in addition to interest, 
the holder shall have a share— twenty to twenty-five per 
cent has been given— of the net earnings over interest. If 
this method could be combined with a representation of 
bondholders in the directorate, expressing the wishes of a 
bondholders’ organization, an extremely attractive security 
can be furnished, combining the safety of the bond with 
the profit possibilities of stock. 



CHAPTER YII 


PEOYISION FOE THE EBPAYMENT OP BONDS 

The corporation bond is a promissory note. It differs 
from a bank loan only in the fact that it matures in twenty, 
fifty, or one hundred years, instead of in three months. 
When a promissory note matures, it must be paid, either in 
money or by a new note. With short-time obligations, such 
as are given in exchange for bank loans, payment of a 
substantial part if not all the debt is expected. With 
corporation bonds, however, the custom has been to extend 
all or the greater part of the debt, exchanging new bonds 
for maturing bonds, keeping the security intact, and if 
possible im|)roving it. If any holder of a bond at its 
maturity wishes cash for his obligation, the money is ob- 
tained by selling new bonds. 

The reasons for this practice of refunding instead of 
paying corporate debts, lie in the relation of the bond- 
holder to the corporation. Bonds are sold to investors who 
wish to secure a return on their money, with the guarantee 
that the principal sum will also be secured. These invest- 
ments are regarded as permanent. The investor does not 
often desire the return of his money. He wishes the con- 
tinuance of interest payments. If the principal of his 
bond is paid at maturity, he is obliged to look about for 
some other equally satisfactory investment, and this, at 
the time, it may be hard to find. Should the bondholder 
wish to convert his bonds into cash at any time, if the 
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interest lias been regularly paid and the margin of net 
earnings over interest lias been increased^ lie can usually 
find a, market for his bond, usually at a price equal to or 
greater than the price he paid, —not always but usually at 
small r(‘d action. "When its bonds mature, it is not difficult 
for the cori>oration to offer a new issue to take tlie i:)laee of 
maturing bonds, and secured by a first lien upon the same 
pro]>ta'i y. Those of the old holders who desiri*. to continue 
tlie investment may take the new bonds, whih^ the means 
of redeeming those bonds whose holders want tlieir money 
can be obtained, by selling the equivalent in the new bonds 
to new investors. ‘While the conditions of security are met, 
the bondholder is indifferent to the repayment of his prin- 
cipal. At maturity, or before maturity if he desires, he 
can obtain his money. The bond investor is one who con- 
tril)utes capital to a company in return for a fixed and 
secured amount of its earnings. All that he asks of the 
coi’poration is that this income and the security of his prin- 
cipal shall not be jeopardized. 

The full payment of bonds at maturity is also appar- 
ently opposed to the interest of the corporation. The 
method l)y winch provision for repayment is usually made 
is to devote a portion of the profits to the periodical retire- 
ment of portions of the debt, the company saving the in- 
terest on the bonds retired. Tiie argument against ae- 
ciimulating a fund for the repayment of del>t is similar 
to tlie argument for incurring the debt in tlie first place. 
If a company can make ten per cent on its investment it 
can safely sell bonds bearing six per cent interest. If, 
therefore, it is wise to incur an obligation to pay $1,200 
in iutm*(vst on a twenty-year bond and also to agree to 
r(‘pay the principal at maturity in return for $1,000 in 
(*ash paid to the corporation, because twelve per cent can be 
(‘armnl on the $1,000, it is wise to invest $50 per year in the 
business of the company on which a return of twelve per 
cent can be made, rather than to use this $50 to retire the 
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$1,000 of debt over twenty years. On the other hand, there 
is no assurance that the sinking fund appropriation will 
be invested in improvements nor can any guaranty be 
given that if these are made, they will yield an average 
return of double the interest charge. With a sinking fund, 
a certain positive return is made each year— $50 saves 
$3. If invested in the business, $50 might make $6, if the 
stockholders did not get the money and if the expenditure 
was well planned. The better plan, that followed by well 
managed companies whose business is permanent, is to 
make provision out of earnings to retire a certain amount, 
one-third or one-half of their bonds, before maturity, leav- 
ing the rest to be refunded into bonds of a new issue. 

Certain classes of business, moreover, require that 
bonds issued on the security of their property shall be 
entirely paid off by maturity. The first class of com- 
panies which should maintain sinking funds are those 
whose bonds are secured by a mortgage on property which 
is exhausted by the operations of the business. A rail- 
road property ma}^ be expected to last forever. It is true 
that repairs and replacements are always going on, paid 
for out of earnings, and charged to operating expenses or 
depreciation. The property is preserved and built up by 
these outlays. At the end of the term of the bonds, their 
security is generally much larger, as a result of the ex- 
penditures upon its replacement and repair. When, how- 
ever, bonds are secured by a mortgage on seams of coal 
or on standing timber, or on land which is to be broken 
up into small tracts and sold, the security of the bonds is 
exhausted by the operations, of the business. Every ton of 
coal mined and sold, every thousand feet of timber cut 
down and sent to market, lessens by just so much the 
security of the bonds which have been issued on this prop- 
erty. When bonds are issued by companies operating in 
such industries, special provision must be made out of 
earnings for paying the bonds, either by installments or 
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when they mature. The company must preserve the rela- 
tion between its debt and the security for that debt, either 
by reducing the amount of the debt, as the value of the 
security falls, or by replacing the coal or lumber sold, by 
other property purchased out of its income. 

The nature of sinking funds against bonds secured by 
so-called wasting” assets is seen in the following state- 
ment of tlie safeguards of bonds offered by a lumber com- 
pany : 

The mortgage requires the deposit witli tlie trustee 
of $5 per 1,000 feet, mill run, on all timber cut. It 
also requires the company to cut and manufacture 
exclusively from 15,920 acres containing 146,000,000 
feet of timber, holding the remaining* 38,000 acres, 
containing 232,000,000 feet, as a reserve, which can- 
not be cut during the life of this mortgage. This 
sinking fund should retire over $500,000 of this loan 
before maturity; the unpaid balance $300,000 will 
then have for security the remaining 38,000 acres. 

Similar plans of keeping up the sinking fund are 
usually followed by all companies of this characl,cr. A coal 
mining company will set aside three or five cci)t.s for each 
ton mined to make good the loss in its coal. A land com- 
pany will make certain payments for each acre sold, into 
the hands of a trustee. 

Sinking funds are also needful wiien bonds are issued 
by companies Avhose business is not plainly of an enduring 
character. Existing railroad bonds usually carry no sink- 
ing funds altliough later issues usually have this protec- 
tion. The bonds secured by companies operating interiir- 
ban electric lines carry sinking funds. Power companies, 
real estate companies, and manufactxiring companies can 
offhr to the investor no positive assurance that tliirty years 
from the time he buys their bonds the original value of his 
property will be intact, and their business will be pros- 
perous. Such companies, in order to sell their bonds, must 
provide for payments to a trustee from their annual earn- 
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ings of an amount sufficient to pay all or the greater part 
of their mortgage debts- at maturity. 

Sinking funds are divided into two classes : first, where 
the company makes annual payments to a trustee ; and the 
second whei’e bonds are issued under the serial plan so 
that a certain pai't of the principal matures each year 
until the entire amount is repaid within the term named 
in the mortgage. When the first plan is adopted the ques- 
tion arises, What shall the trustee do with the money 
which is paid to him? Several methods of disposing of 
these funds are available. The mortgage may provide that 
a certain number of bonds may be drawm by lot for re- 
tirement at a fixed price, notice being given by advertise- 
ment of the bonds so drawn, or pi’ovision may be made that 
an annual cash sinking fund of, say, two and one-half per 
cent of the original issue, shall be paid to the trustee, and 
shall be applied to the purchase and cancellation of these 
bonds at a named maximum price : or if not to be bought at 
that price, redeemed by lot at the same price. In some 
cases, also, the interest on the bonds purchased is added 
to the amount set aside for bond purchases so that the 
sinking fund increases each year by a fixed anionnt. 

The method of drawing bonds by lot for retirement at 
a fixed price is objectionable to the investor because he 
must be on the lookout for the announcement of the draw- 
ing of bonds for retirement, and frequently be put to the 
trouble of finding another investment for the money which 
the corporation may at any time return to him. These 
drawings of bonds, however, are often for payment at a 
good premium over the price paid, and this premium offsets 
any trouble to which the investor may be put because a 
part of his bonds are paid to him before maturity. 

The plan of purchasing bonds in the open market is, 
from the investor's standpoint, better than the method of 
drawing bonds. The bond market is less active than the 
stock market. Bonds are usually bought for permanent 
investment. They come on the market but seldom as com- 
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pared with stocks, and in smaller amounts, Tlie taking of 
this small floating supply, by the purchases of the sinking 
fund trustee, operates to maintain a market price higher 
tlian could be had without sucli a regular demand. Prom 
the standpoint of the corporation, however, aside from the 
fact that the buyers of tliese bonds are apt to be ^vell satis- 
fied with their investment, and open to new offerings of 
the same kind, if the company must retire a certain ])ar 
value of the bonds in each year l)y pureliasing at the 
market price, it may sometimes suffer a loss, because of tlic 
artificially high price resulting from the trustee pur- 
chases. 

This objection is met by provisions similar to those 
given above, whereby the trustee is obliged to spend $200,- 
000 or $300,000 each year in the purchase of bonds in 
the open market if these can be had at or below a certain 
price-~say 105 or 106. If enough bonds are not forth- 
coming at this price, then the trustee may draw a sufficient 
number of bonds at the price stated in the mortgage to 
expend the money in the sinking fund. This provision 
tends to keep down the market price to the figure at which 
the bonds can be drawn. 

A second altexmative might be ofihrcMi to tlie tiaisteo in 
ease lie was not able to buy bonds at the named in 

the mortgage. lie might lie allowed to buy olluo.* stumrities 
witli the sinking fund. Some of the Ihirlingiou sinking 
fund mortgages contain this provision. Ifiiis method, liow- 
ever, brings into the sinking fund an eletnent of chance. 
The bonds bought for tlie sinking fund may rise in price, 
ill which ease the security of the l)onilhold(u*s will improve, 
or their price may fall, and the objects of the sinking fund, 
to the amount of the fall, will not lie a(‘hi(nn‘(l. If Ixnids 
are bought at par for the sinking fund, to offset a. debt 
when it comes due, and if in the meantime tlie price of tlie 
bonds falls to 90, the sinking fund lacks ten per cent of 
the sum needed to pay the bonds. It is better, if any bonds 
are to be bonglit for the sinking fund, that they should 
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be tlie bonds of tlie eompany which is building up the 
fundj so that the reduction of its debt may be certain. 

Another method of using money is to invest the fund, 
either b}?' absolute stipulation, or in case the trustee fails 
to buy bonds at a reasonable price, dn improveinents and 
additions. An example of this method is furnished by 
the following extract from the trust indenture securing the 
first mortgage bonds of the San Diego Consolidated Gas 
and Electric Company: 

Article Three. Section 1. The eompany cove- 
nants and agrees that it -will deposit with the Harris 
Trust and Savings Bank, Trustee, in a Depreciation 
and Renewal Fund the following amounts annually: 

On the first day of June in each of the years 1910 
to 1914, inclusive, a sum equal to three per cent (3%), 
and on the first clay of June in each of the years 1915 
to 1938, inelusive, a sum equal to five per cent (5%) 
of the a-hiount, in par value, of bonds outstanding 
hereunder bn the first day of October next preceding 
each such respective deposit. 

Section 2. The Depreciation and Renewal Fund 
shall be held by the Harris Trust and Savings Bank, 
Trustee, as a special trust fund, and the company shall 
be entitled to witlidraw therefrom, upon certificates 
satisfactory to said Trustee, the aggregate amount of 
the actual and reasonable cash expenditures made by 
the company subsequent to April 1, 1909, for renewals 
and replacements of its plant, properties, and equip- 
ment now owned or hereafter acquired, exclusive of 
customary expenditures for current repairs and cur- 
rent maintenance ordinarily chargeable to operating 
expenses. 

Section 3. At the option of the company any part 
of said Depreciation and Renewal Fund may be 'with- 
drawn, upon certificates to the Flarris Trust and Sav- 
ings Bank, Trustee, to reimburse the eompany (a) 
for its actual and I'easonable cash expenditures for 
permanent extensions and additions of and to its 
plants, proj^erties, and equipment . . . provided sueh 
expenditures shall not have been previously made 
the basis for the issuance of bonds hereby seeiii'ed; 
or (b) for its expenditures made in the purchase or 
redemption of bonds at not exceeding par, accrued in- 
terest, and five per cent upon the principal thereof. 
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Here is a sinking fund provision, under another name, 
which gives the company the option of either buying its 
bonds at 105 and accrued interest, or of spending a certain 
amount upon its plant. When the business of the borrow- 
ing company is secure, as in this case, and if the trustee 
is vigilant in supervising the expenditure of the sinking 
fund, the security of the bonds can be eonsofved by the 
investment of the sinking fund on the improvement of the 
property. The value of the security will be increased at 
a more rapid rate under this method than the rate at 
which the liabilities of the company will be decreased by 
its purchases of its own bonds. This method does not 
apply to companies with wasting assets nor to those whose 
future is uncertain. 

The methods of disposing of bonds bought by the trus- 
tee for the sinking fund are as follows: (1) they may be 
canceled as purchased and delivered by the trustee to the 
company— the usual plan; (2) they may be kept in the 
sinking fund as an obligation of the company, and the inter- 
est paid into the sinking fund as an addition to the regular 
sinking fund aj)propi'iations — the retirement of the bonds 
proceeding at an increasing rate because of tlie addition 
of the interest on the bonds in the sinking fund to the 
appropriations from income for the l)enefit of the fund; 
and (3) the bonds held in the sinking fund may 1)6 sold 
for the benefit of the company. 

The use of the third method is shown l)y the trust in- 
denture of the San Diego Consolidated Gas and Electric 
Company, already referred to, which states that ^hsaid trus- 
tee upon the written request of the company shall hold un- 
canceled in said Depreciation and Renewal Fund any 
bonds so purchased, and the company may with the ap- 
proval of said trxistee sell any or all such bonds so held, 
in which ease the proceeds shall be held and applied.’^ 

The serial plan of bond issue is illustrated by the follow- 
ing offering of the 7 per cent bonds of the Monsanto Chemi- 
cal Works : 
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Maturities and Prices 

$100,000 due Mar. 1, 1921, at 99.76 

100,000 due Sept, 1, 1921, at 99.65 

100,000 due Mar. 1, 1922, at 99.54 

100,000 due Sept. 1, 1922, at 99.44 

100,000 due Mar. 1, 1923, at 99.34 

100,000 due Sept. 1, 1923, at 99.24 

100,000 due Mar. 1, 1924, at 99.15 

100,000 due Sept. 1, 1924, at 99.05 

100,000 due Mar. 1, 1925, at 98.97 

100,000 due Sept. 1, 1925, at 98.88 

100,000 due Mar. 1, 1926, at 98.80 

100,000 due Sept. 1, 1926, at 98.72 

100,000 due Mar, 1, 1927, at 98.65 

100,000 due Sept. 1, 1927, at 98.57 

100,000 due Mar. 1, 1928, at 98.50 

100,000 due Sept. 1, 1928, at 98.43 

100,000 due Mar. 1, 1929, at 98.37 

100,000 due Sept. 1, 1929, at 98.30 

100,000 due Mar, 1, 1930, at 98.24 

100,000 due Sept. 1, 1930, at 98.18 


These bonds ara offered at prices which represent a nni- 
foiTii yield of 7.25 per cent for all maturities. 

These bonds offer important advantages from the sell- 
ing standpoint. The short maturities are usually sold to 
banks, while the longer maturities appeal to the investor, 
individual or institutional. American banks and trust 
companies have always been large buyers of bonds. The 
purchase of long term bonds with the money of depositors 
is, however, no better than a speculation. The price of 
these promises to pay money at dates lying far in the 
future fluctuates according to the movement of prices, ris- 
ing as they advance, and falling as they decline. It is true 
that commercial banks need not sustain heavy losses from 
declines in bond values. If the market goes against them 
they can get out of the holdings at small sacrifices, and 
when bond prices are advancing they often make fine 
profits. All this, however, is not banking, but trading. 
It involves the taking of unnecessary risks, and is to be 
avoided by well-managed banking institutions. On the 



96 


GOEPORATION FINANCE 


other hand, the banker may be unable to lend his funds to 
his depositors, or to purchase satisfactory commercial 
paper. He is forced to buy some form of corporate obliga- 
tion. Short maturity serial bonds are exactly suited to 
his requirements. They promise to lyay a, definite sum 
within one or two years and their security is, genei'ally 
speaking, superior to that of the short term notes, with 
which they compete. 

Serial bonds may be and generally should be coupled 
with other forms of sinking funds. For example, when 
issued by a coal company it is desirable to provide for the 
payment of a fixed sum per ton of coal extracted into the 
hands of the trustee of the mortgage securing the serials. 
If the sum so accumulated between serial payment dates 
exceeds the amount of the next payment, the surplus can 
be held by the trustee against subsequent payments. If the 
current accumulations on a tonnage basis are insufficient 
the company must find the money elsewhere. It is also 
not unusual to find a certain percentage of the net earn- 
ings of a company paid into the trustee of a serial bond 
mortgage. So that if the company is exceptionally fortu- 
nate its obligations may be provided for in advance of 
their maturity. 

The serial bond plan is that of an exaggerated sinking 
fund. It is a radical departure from the method formerly 
universal, of making no provision whatever for the x)ay- 
ment of debt, relying on the value of the j)roj)erty and its 
earnings to furnish a basis for a new bond issue to take 
the place of the old. Under the serial plan, tlie entire bond 
issue, every dollar of it, will be paid at definite dates, the 
principal of the debt steadily and rapidly diminishing, 
while the security remains the same. There is no way for 
the corporation to postpone or evade its obligations. Every 
year $100,000, or $250,000, or $500,000 must be found, in 
addition to the interest on the remainder. With a sinking 
fund based on business done,— tonnage extracted, or tim- 
ber shipped,— or a sinking fund based on net earnings, or 
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even a sinking fund representing a percentage of the bonds 
outstanding, there is some measure of latitude for the 
company. With the serial plan, however, there is no re- 
spite. Each year brings its installment, which it is some- 
times extremely inconvenient and very costly to meet. The 
imminence of these short maturities also operates to 
limit closety a company’s credit. Its bonds consist of a 
succession of annual or semi-annual installments of bills 
payable. The banker to whom a company in this situation 
applies for a commercial loan will be very cautious, and 
will probably demand special security. 

On the other hand, the company which has bori’owed 
to the limit of its resources on the serial plan has set its 
feet on the path that leads to solvency and prosperity. Its 
affairs must be managed with economy and caution. High 
dividends and high salaries to stockholding officials , are 
not to be thought of. Capital expenditures must be care- 
fully considered, and the mistakes of commission, which 
always attend a large and unallotted cash balance, will 
be few. The pressure of urgent necessity is constantly 
bearing upon the managers. They walk always in the 
shadow of apprehension, and are less likely to be taken 
unawares by some unforeseen development. 

One qualification must be made to the foregoing ad- 
vocacy of high sinking funds, which might otherwise be 
justly regarded by those who are familiar with the difficul- 
ties of finaneiaT management as too sweeping. A sinking 
fund represents an unconditional promise to pay a sub- 
stantial amount of the principal of a debt at a definite 
date. Some catastrophe, such as a financial panic, or a 
nation-wide strike, may befall to make this payment im- 
possible, Shall the company, normally solvent, able to 
meet every obligation, be forced into bankruptcy because 
of such an untoward event? Manifestly, some relaxation 
of the rigid requirements of an unconditional obligation 
is demanded. Sinking funds are frequently arranged on a 
graduated ascending scale, beginning, e.g., two years after 
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tlie date of issuing the bonds. Serial payments are often 
arranged on a small scale at first, rising to the full amount 
necessary to extinguish the total debt at the end of a 
period. For example, a ten-year bond can be arranged 
to mature in nine installments, the first due date being 
two years from the date of issue. Sinking funds may also 
be made cumulative in whole or in part, and for a limited 
time cause the corporation no more embarrassment than 
that caused by failure to pay dividends on preferred stock. 


CHAPTER VIII 
METHODS OP PAYING FOE STOCK 

We take up next the methods of paying for stock. We 
shall first consider the cases in which the stock is paid for 
in whole or in part by cash. Stock sold bv the corporation 
for cash is of tw'o classes, assessable or full paid, according 
as the payment is full or partial. Full paid stock may be 
paid for at one time or in installments. When stock is issued 
for work of construction, such as the building of a new line 
of railroad or the erection of a mill, the company's payments 
are protracted over a considerable period. There is no pur- 
pose, therefore, in securing the full amount of the subscrip- 
tion at one time. The money is arranged to be paid as it 
is needed, the payments sometimes being extended over a year 
or even longer. The practice in such cases is not to jiay 
dividends on the new stock until the entire amount has been 
paid up, but to allow the subscribers interest on their install- 
ments as these are paid into the treasury of the corporation. 

Assessable stock is of a different character. Here the 
payment is made in cash and in promises to pay cash. 
The subscription to $10,000 of stock, par value $100, ten 
per cent paid,” will be $1,000 in cash, and $9,000 in a promise 
to pay that amount when called for by the board of directors. 
The advantages of this form of stock, viewed from the stand- 
point of the corporation, are considerable. In the first place, 
the issue of assessable stock makes it possible for a company 
embarking in a new enterprise to guard against underestimates 
of the cost of construction. If, for example, an interurban 
railroad is estimated to cost $500,000, and subscriptions to 
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$500,000 are secured, and supposing, as frequently hap- 
pens, that the cost is raised by unforeseen circumstances to 
$750,000, it then becomes necessary for the officers of the 
company to apply to the stockholders for additional siib- 
'Scriptions which they can usually obtain only by issuing 
preferred stock which may not have been contem|)lated in 
the original plan. Under such circumstances, however, it 
is practically impossible to persuade stockholders to sub- 
scribe to an additional amount of common stock. They 
are apt to lose confidence in the managers of the enter- 
prise whom they hold responsible for the mistakes in the 
estimates of constrixction cost, and may even oust the di- 
rectors from office and put in a new control. The writer 
heard a banker who had been interested in promoting an 
iron furnace enterprise in Eastern Pennsylvania, say that 
it was easier to procure $2,000,000 at the outset than to 
•secure $200,000 after $1,000,000 had been represented as 
all that would be necessary. If the method of assessable 
stock is adopted, stock can be issued to the amount of 
$1,000,000, with an understanding, which is not, of course, 
a part of the subscription contract, that only $500,000 
need be called. If, then, it is found necessary to call $250,- 
000 more, this can be secured without difficulty since the 
stockholders will not Avish to see their original investment 
forfeited by a sale of their stock by the company to pay up 
the assessment. 

Assessable stock can be issued to capitalize future 
profits Avhen it is not deemed prudent to pay too large a 
dividend. If a street raihvay consolidation required $15,- 
000,000 cash, and if public sentiment wmuld not tolerate 
more than six per cent in dividends, it might issue $45,000,- 
000 of stock, calling one-third of the amount with the bal- 
ance as a liability. Six per cent dividend on $45,000,000 
wmild be eight per cent on the amount paid in. This method 
Avas employed in the street railway consolidation of Phila- 
delpliia. As a means of evading regulation of rates hy pub- 
lic service commissions, hoAvever, it Avill no longer serve. 


METHODS OF PAYING POE STOCK 


101 


Assessable stock is not a popular form, of security. The 
unpaid portion of such stock operates to depress its value. 
Investors can never be certain when the directors will call 
assessments. When a call is made, those holders who are 
unable to respond must throw a portion of their stock on 
the market to obtain sufEcient funds to pay the assessments 
on the remainder. These sales not only make the value of 
partly paid shares irregular, but open the way to nnsciu- 
pulous directors to enrich themselves at the expense of the 
stockholders by buying the stock on the decline and selling 
at the advance which, since the real value of the stock has 
been increased by the assessment, is likely to follow its pay- 
ment. 

The investor has a rooted objection to purchasing assess- 
able stock because of the uncertainty as to the amount he will 
be called upon to pay, and because of a well grounded dis- 
trust of the danger of manipulation by directors who are in 
a position to control the times and amounts of the calls. 
When stock, therefore, is to be sold to investors, it is necessary 
to make it full paid. This can be done, either by paying 
for the stock in cash, or by issuing it in exchange for prop- 
erty or services. The only way in which promoters can make 
a profit on stock which has been paid up in cash is to sell this 
stock at a premium. Since we are dealing here, it will be 
remembered, with new enterprises, whose earning power is 
. yet , to be demonstrated, and which must offer inducements 
to investors to secure funds, this method is impossible. In 
Germany, where the law forbids the stock of any new enter- 
prise to be listed for sale until the company has been in 
operation for a year, and where the amount of capital is 
strictly limited, it has frequently happened that a large 
premium could be secured, and a considerable profit real- 
ized. In Great Britain, where founder’s shares, entitling 
their holder to a disproportionately large share of profits, 
are used to compensate promoters, these shares frequently 
sell at a high premium. In the United States, how- 
ever, where the law allows listing at once, and founder’s 
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shares are not as yet employed, the risks of new enterprises 
are so great and the demand for banke-»’’s capital so heavy, 
that very little time is allowed to elapse between the com- 
pletion of the construction or consolidation and the sale of 
its securities. This unwillingness of the investor to buy se- 
curities of new enterprises, except on very favorable terms, 
extends to its bonds. To sell bonds, it is sometimes necessary 
to give a bonus in stock from which the corporation will re- 
ceive no cash whatever. This stock, to be attractive to the 
investor, must be full paid. 

Prom these several considerations, it is evident that some 
method must be devised of making stock full paid, which will 
not require the payment of its par value in cash. This 
method is the issuing of stock for property or services. The 
laws of every State permit the directors of corporations to 
purchase such property as it may need by issuing its stock. 
Corporations are also allowed to make contracts for construc- 
tion work, payment for which is to be made in bonds and 
stocks. One of the most liberal statutes permitting the pur- 
chase of property with stock is that of I^ew" Jersey. Section 
49 of the General Corporation Act of New Jersey is as 
follows : 

Any corporation formed under this act may pur- 
chase mines, manufactories, or other property neces- 
sary for its business, or the stock of any company or 
companies owning, mining, manufacturing, or pro- 
ducing materials, or other property necessary for its 
business, and issue stock to the amount of the value 
thereof in payment therefor, and the stock so issued 
shall be full paid stock and not liable to any further 
call, neither shall the holder thereof be liable for any 
further payment under any of the provisions of this 
act; and in the absence of actual fraud in the transac- 
tion, the judgment of the directors as to the value of 
the property purchased shall be conclusive, and in all 
statements and reports of the corx‘)oration to be pub- 
lished or filed this stock shall not be stated or reported 
as being issued for cash paid to the corporation, but 
shall be reported in this respect according to the fact. 
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Tlie New Jersey Corporation Law also authorizes the is- 
suance of stock and bonds for services rendered in the follow- 
ing section; 

Corporations having for their object the building^ 
constructing, or repairing of railroads, water, gas, or 
electric works, tunnels, bridges, viaducts, canals, hotels, 
wharves, piers, or any like works of internal improve- 
ment or public use or utility, may subscribe for, take, 
pay for, hold, use, and dispose of stock or bonds in any 
corporation formed for the purpose of constructing, 
maintaining, and operating any such public works, 
and the directors of any such corporation formed for 
the purpose of constructing, maintaining, and oper- 
ating any public work of the description aforesaid, 
may accept in payment of any such subscription, or 
purchase, real or personal property, necessary for the 
purpose of such corporation, or work, labor, and serv- 
ices performed or materials furnished to or for such 
corporations to the amount of the value thereof, and 
from time to time issue upon any such subscription 
or purchase, in such installments or proportions as 
such directors may agree upon, full paid stock in full 
or partial performance of the whole or any part of 
such subscription or purchase, and the stock so issued 
shall be full paid and not liable to any further call. 

The method described in this section is that usually fol- 
lowed for making stock full paid. After the corporation is 
organized, the first meeting of the stockholders held, and the 
directors elected, a proposition is made to the directors to 
sell to the corporation certain property — patents, mining 
property, factory property, railroads or stocks and bonds, for 
all or part of the securities of the new corporation. The 
only limit in most States to the amount of bonds which may 
be issued under these circumstances is the conclusion of the 
directors as to their need of capital and their ability to sell 
these bonds. The law does, however, limit the stock to the 
judgment of the directors as to the value of the property 
purchased.^^ As long as this judgment is an honest judgment. 



104 


CORPOEATION FINANCE 


and there is no suspicion of fraud in the transaction, it will 
be held to be final, and cannot be questioned in subsequent 
proceedings against the corporation. 

Ill fixing a value upon the property purchased, or upon 
work which is to be done for the company, tlie directors 
are not to be limited to the sum for which tlie property 
would sell for cash, or to the amount for wliicli the services 
could be purchased for cash. The paynieiits are not made 
in casli, but in evidences of debt, and in eertifieates of 
rights to participate in profits. The ability of the corpora- 
tion to jiay interest on these bonds is yet to be demon- 
strated. The profits, in which the holders of these shares 
of stock are to participate, are yet to he realized. Anyone 
who transfers property, or contracts to perform services 
for a company, in exchange for securities, can properly 
charge much higher prices than if he is to receive cash for 
his property or services. The corporation, for its part, is 
warranted in paying a much higher price for property 
or services expressed in terms of securities. When the 
vendors or contractors will agree to accept, instead of cash, 
which the corporation might have great difficulty in secur- 
ing, its bonds and stock, making it unnecessary for tlie 
corporation itself to raise more than a moderate amount of 
money for working capital, they are entitled to liberal 
terms. The valuation placed upon property or services by 
directors is generally accepted by the courts. 

The only risk attaching to the overvaluation of prop- 
erty, when purchased with stock, aiuses in the subsequent 
bankruptcy of the company issuing the stock. If creditors 
of the coi'poration prove that stock was fraudulently is- 
sued, and if they find this stock in the possession of the 
original incorporators, or those for whom, these incorpora- 
tors were acting, the receiver of the corporation, acting 
for the creditors, can recover such part of the ditference 
between the par value of the stock and what the court 
considers a fair value for the property, as will make up 
the difference between the company’s assets and the credi- 
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tors’ claims. Tlie so-called full paid stock of the company, 
issued to an excessive amount, is considered assessable 
stock, the corporation not having received full value, and 
those who have received the stock are liable for the differ- 
ence between true value and par value of the stock, solvent 
delinquents being compelled to assume the shares of the 
insolvent. 

The theory of law under wdiich liability attaches, is 
that the capital of the corporation takes the place of the 
individual liability of the partners, so far as the creditors 
are concerned, who have the right to assume that the capi- 
tal of the company has been paid, either wdth cash or with 
property and services taken at a fair value. "When, there- 
fore, the company fails, and the creditors prove that the 
stock was issued for property and services at excessive 
values, it is held that they can recover through the cor- 
poration from the original subscribers if they find the stock 
in their hands. This liability does not attach to innocent 
holders for value, and it is a question whether the original 
subscribers may not divest themselves of all liability by 
transferring their stock on the books of the company. 

Here again appears the advantage of issuing stock with- 
out par value. No implied representations as to values are 
made by the statement that the stock of the company is 
divided into so many shares. No creditor can claim that 
he has been deceived and no recovery by a receiver can be 
had. Even if the directors by resolution state that the 
stock as represented by property has a certain value and 
that value proves excessive, no fraud can be imputed to 
the stockholders, who have received the stock before this 
misrepresentation was made. 

The purchase of property with stock of a corporation 
directly from the owner presents no difficulty. When 
services are to be performed, in order to make the stock 
full paid, it is necessary to interpose between the final 
purchaser of the stock and the corporation an agency 
known as the Construction Company, which exchanges its 
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contract for services for the stock and bonds of the com- 
pany in whose interest the work is to be done. A con- 
struction company is not often what its name implies. As 
a rule, it does not expect to carry on any work of construc- 
tion. It has no force of engineers at its disposal. It ex- 
pects to let the contracts connected with the work to others. 
It is merely a device to make stock full paid so that it can 
be sold to the investor without any liability attaching, 

A typical construction company transaction is outlined 
in the following: 

OFFERING OF BONDS AND STOCK 

OF 

THE DENVER NORTHWESTERN & PACIFIC 
RAILWAY COMPANY 

Payments to be Made in Instalments or at Once at 
Subscriber's Option. 

Denver, Col., October 21, 1902. 

The Coloraclo-Utah Construction Company has con- 
tracted with the Denver North western & Pacific Rail- 
way Company to build and equip, approximately, 500 
miles of its raih'oad between Denver, Col., and Salt 
Lake City, Utah. The contraet provides for a sub- 
stantial roadbed, steel rails eighty pounds per yard, 
and a modern standard passenger and freight rolling 
stock equipment. Ihiyments under this contract are 
to be made in the bonds and stock of the Raihvay Com- 
pany which are now otl'ered for subscription. 

Under the provisions of the construction contract, 
there will be issued by the Railway Company to the 
Constrnetion Company $40,000, and no more, of the 
hrst mortgage four-per-cent bonds of the Railway 
Company and $20,000, par value, of its full paid pre- 
ferred stock and $20,000, par value, of its full paid 
common stock for each mile of main track of railroad 
as it is built, equipped, and turned over to the Rail- 
way Company for operation. 

The authorized capital stock of the Railway Com- 
pany is $20,000,000, of which $10,000,000 is .five-pei*- 
eent non-eumulative preferred stock and $10,000,000 is 
common stock. 
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The first mortgage of the Railway Company to The 
Mercantile Trust Company, of New York, provides 
for an issue of not exceeding $22,500,000 of Fifty- 
Year Four-Per-Cent Gold Bonds, of which issue the 
balance of $2,500,000 remaining after the payments 
to be made under the construction contract will be held 
in reseiwe by the Railway Company. 

The Colorado-Utah Construction Company will re- 
ceive, through its designated depositaries, applications 
for subscriptions in $1,000, and multiples of $1,000, 
to the bonds and stock of the Denver Northwestern & 
Pacific Railway Company above mentioned until Novem- 
ber 16, 1902, after which no further applications will 
be received. 

The Colorado-Utah Construction Company reser\^es 
the right to scale down or to reject any and all appli- 
cationst 

The terms of the subscription agreement, which is to 
be signed by the parties whose applications shall be 
accepted by the undersigned, provide that payment shall 
be called in as money is required by the Construction 
Company for the purpose of fulfilling its contract with 
the Railroad Company, but that in no event shall the 
subscribers be required to pay more than ten per cent 
of their subscriptions in any one month; but that each 
subscriber shall have the option to pay the -whole amount 
subscribed at once. Each subscriber will receive, as 
provided in the subserij^tion agreement, for each $950 
paid : 

$1,000 four-per-cent fifty-year First Mortgage Gold 
Bonds of the Railway Company, 

$250 par value of the Non-Cumulative Preferred 
Stock, and 

$250 par value of the Common Stock of the Rail- 
way Company. 

Until the bonds and stock of the Railway Company 
are engraved, executed, and received by the Construc- 
tion Company under the teims of its contract with the 
Railway Company, the Construction Company will is- 
sue to the subserii)ers, as any payment is made upon 
their subscriptions, its receipt providing for the pay- 
ment of interest from the date of such payment at the 
rate of four per cent per annum until the bonds and 
stock subscribed for ai’e ready for delivery to the sub- 
scribers, subject to adjustment to be made as to any 
interest then accrued upon such bonds. 
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The one half of the common and preferred stock of 
the Railway Company not offered for subscription will 
be owned by the Construction Company. 

The above offer is made upon the terms above stated^ 
subject to advance or withdrawal without notice, and 
tlie inidersigned recommends the bonds and stock of the 
Denver Northwestern & Pacific Railway Coinpany as a 
safe and profitable investment, 

THE COLORADO-UTAH CONSTRUCITON 
COMPANY, 

By Sylvester T. Smith, President. 

Tlie foregoing shows very clearly the service wliieli the 
construction coinpany performs. The Denver Northw'est- 
ern & Pacific Railway property, at the time this offer was 
made, was not yet built. The public w-as expected to fur- 
nish a large part of the funds necessary for the work. 
Since the enterprise was not yet in being, it was necessary 
to offer special inducements to the subscribers to the bonds 
in the shape of bonus in stock. This stock bonus could not 
be legally offered by the railway company. The eoristriic- 
tion company was therefore employed to contract with tlie 
railroad company to build its line in return for securities. 
These securities the construction company forthwith of- 
fered to the public on the terms set forth in the advertise- 
ment. 

The foregoing represents a public off'ering of construc- 
tion securities under favorable eoiiditioiis of the security 
market. Such offerings may succeed. Bankers, however, 
dislike to handle any other securities than those issued by 
going concerns. It is usually necessary, therefore, for a 
considerable amount of capital to be raised by the con- 
struction company, with which it margins loans made with, 
financial institutions on the security of the stock and bonds 
which it receives from the railway company as the work 
progresses. The following is a detailed description of a 
typical operation of this character : 
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A construction company is organized for the purpose of 
building a line of railroad. The shares of the construction 
company are offered for subscription to obtain working 
capital. Simultaneously with the organization of the con- 
struction eoinpany, a railroad company is incorporated. 
An agreement is now made between the railroad company 
and the construction company for the building of a rail- 
road, and for supplying a certain amount of equipment for 
its operation after completion. The construction company 
agrees to secure the necessary rights of way, and to con- 
struct or procure for the railroad company, upon such 
routes as it may select for the purpose, a certain line of 
railroad. It is stipulated that the work to be performed by 
the construction company shall be in accordance with stand- 
ard specifications, and under the supervision and control 
of the chief engineer of the railroad company. All the 
contracts for the grading, rails, equipment, and all other 
necessary wmrk for the completion of the railroad, will be 
let by*the construction company. 

For the service performed in constructing the railroad 
and furnishing a certain amount of equipment, the railroad 
company agrees to deliver to the construction company its 
full authorized capital stock at a certain rate per mile of 
railroad constructed, and also bonds for each mile so con- 
structed. The bonds issued shall be a first lien on the prop- 
erty, and before any shall be delivered by the railx’oad com- 
pany to the construction company, the trustee under the 
mortgage shall be furnished with a certificate of the com- 
pleted mileage by the chief engineer of the railroad com- 
pany. The construction company, upon the completion of 
its contract, becomes the owner of all the stock and bonds of 
the railroad company, except that stock which was sub- 
scribed for at the time of the incorporation of the railroad 
company, and that necessary for the qualification of the di- 
rectors. 

The method of financing the construction of the railroad 
involves the joint use of the credit of both the railroad and 
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the construction company. At the outset, the railroad com- 
pany has no property and therefore it has no credit. The 
construction company has a cash capital and by the use of 
this capital of the construction company, the railroad com- 
pany gradually comes into possession of raili*oad property 
represented by securities which form a basis for loans. An 
illustration of this follows. 

^^A construction company is formed with a capital of 
$2,500,000. Out of this capital, it purchased mining inter- 
ests which cost $500,000. In order to develop this opera- 
tion, a railroad company is formed, and on the strength of 
the balance of the capital of the construction company, 
contracts are let and work begins. The mileage to be con- 
structed is 200 miles, on which stock at the rate of $16,500 
per mile, and bonds at the same rate can be issued. Each 
mile of railroad constructed and with the equipment fur- 
nished, costs the construction company $18,000 per mile. 
On a mileage of 200 miles, the cost would be, approximately, 
$3,600,000. 

Under the terms of the agreement of the construction 
company with the railroad company, as the work progresses 
in sections of so many miles, the construction company be- 
comes entitled to bonds at $16,500 for each mile so con- 
structed upon delivery of the certificates of the chief engi- 
neer of the railroad company certifying to such completed 
mileage, to the trustees under the mortgage. 

‘‘After paying for its coal estate the construction com- 
pany’s available capital would be $2,000,000. Upon the 
basis of a cost of $18,000 per mile, with this capital, it can 
construct approximately 110 miles, under which it becomes 
entitled to receive bonds to the amount of $1,815,000. This 
will use all the available funds of the construction com- 
pany. With the bonds thus received (which would be in 
the form of temporary certificates) it now seeks loans from 
financial sources, pledging these certificates as collateral, on 
the basis of sixty per cent of their face value. Assuming 
that the loan can be made with this collateral on this mar- 
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gin, the constrnetion company will obtain funds for the fur- 
ther construction to the extent of $1,089,000, which will 
complete an additional sixty miles, upon completion of 
which the construction company will be entitled to receive 
bonds at the rate of $16,500 per mile, or $990,000 of bonds. 
To complete the remaining thirty miles under contract, the 
construction company will require an additional loan of 
$540,000, and if the same method of borrowing on the 
pledged collateral is pursued, it will require $900,000 of the 
$990,000 bonds received for the former sixty miles com- 
pleted, which will leave in the hands of the construction 
company $90,000 of bonds, plus those issued for the last 
thirty miles ($495,000) or a total of $585,000 of bonds 
with all the capital stock, amounting to $3,300,000, and the 
coal estate costing $500,000, as assets, and with liabilities of 
loans to the amount of $1,629,000 and capital stock of $2,- 
500,000, 

‘‘The property of the railroad is then put into opera- 
tion. The receipts and expenses are such that its earning 
power will be sufficient to meet the interest on the bonds, 
which will tend to increase their value. A syndicate is now 
formed to take the bonds at ninety. The $2,715,000 of 
bonds held as collateral are sold, realizing in cash $2,443,- 
500. From this sum, the loans amounting to $1,629,000 
with interest are paid off, realizing approximately $800,000 
in cash. The $585,000 bonds among the assets of the con- 
struction company are sold at ninety, realizing in cash 
$526,500 which, with the $800,000 remaining from the 
loans, furnishes $1,326,500 of cash. With this cash the con- 
struction company 's capital stock, amounting to $2,500,000, 
could be proportionately paid off, thus reducing it to $1,- 
173,500 with the $3,300,000 capital stock of the railroad 
company and the coal estate of $500,000 as remaining as- 
sets. 

“In order to wind up the affairs of the company, and to 
distribute the stock of the railroad company to the construc- 
tion company stockholders, it may be estimated that the 
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stock is worth $25 per share (par value $50). For the 
66,000 shares, $1,650,000 could be realized, which would be 
distributed to the stockholders out of the proceeds of the 
sale, amounting to $1,173,500, leaving a credit balance of 
$476,500 with the coal estate. It has been assurned that all 
the securities would be sold for cash. Tli6 various securities 
can be distributed among the stockholders of the construc- 
tion company. The stockholders might also become mem- 
bers of the underwriting syndicate to take bonds at 
ninety. 

One more problem arises in connection with the issuing 
of stock for property or services. Every new enterprise 
needs working capital, and the financial plan must provide 
for this. A portion of the proceeds of the securities of the 
new company must be put into the treasury to serve the 
current needs of the corporation. The stock of the new 
company cannot be sold at par. It must either be sold at a 
discount, or given away as a bonus with bonds sold. The 
latter method is generally forbidden the corporation by 
law. The stock can be made full paid by transferring it 
for property or services, and then can come into possession 
of the corporation by gift. The company can sell this stock 
or give it as a l)onus with the sale of bonds as it sees fit. 
The ordinary method of accomplishing this result is for 
the vendors of property, or the construction company, after 
the stock has been made full paid, to donate to the company 
a certain portion of what they have received, to be placed 
in the treasury and sold to provide woi’king capital. Here, 
again, it has been held, in the event of bankruptcy, that the 
fact that stock was given away by the incorporators was 
proof positive that the stock was overvalued. 

It may be argued for the construction company that with- 
out this agency whose subscribed capital guarantees the 
loans made on the security of bonds, enterprises would have 

1 This account of the operations of a construetioii ebmpany was 
obtained from a confidential source, on the promise that no names 
were to be mentioned. 
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great difficulty in raising money for construction. In- 
vestors are wary of new concerns whieli are not on a going 
basis. Investment bankers usually demand a showing of 
earnings before risking any money in such securities. The 
construction company, in return for the opportunity of 
large profit which its dealings with the railroad company 
presents, is willing to take risks with new enterprises, and 
to co-operate with financial institutions in furnishing money 
for construction, on the security of the bonds of the new 
company. 

A potent reason for the use of the construction company, 
aside from the evident advantages to the corporation which 
have been enumerated, is the fact that this is the only way 
in which the promoters of an enterprise which does not 
require the purchase of property, but, instead, involves the 
building of a trolley line or railroad, to bring into existence 
property which did not exist before, can make any money 
for themselves out of the scheme. Even if the law permits 
the railroad company to sell its stock as a bonus with bonds, 
and supposing a railroad company sells these securities di- 
rect and the money is placed in its treasury, these funds 
must be spent for the benefit of the corporation. There is 
no way in which the promoters can make any profit from 
them except by subscribing to the stock and holding it for 
an indefinite period until it shows some value. By utilizing 
the construction company, however, they can make a con- 
tract with the railroad company, which will involve the 
payment to them of a sufficiently large amount of securities 
to reimburse their expenses, and, at the same time, give 
them an immediate profit in ease their calculations have 
been wisely made. 
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THE SALE OP SECURITIES 

We have now reached, in the development of onr corpora- 
tion, the time when it is necessary to arrange for its perma- 
nent financing. Up to this point, the money which has been 
put into the enterprise has been advanced by members of the 
promoting syndicate. These advances are intended to be 
temporary. Both the members of the syndicate and the banks 
from which they have borrowed expect to be repaid when the 
securities are finally sold. Although the construction period 
may be prolonged for several years, either because of unfore- 
seen difficulties, or because it is deemed essential that the 
enterprise should make a fair showing of earnings before its 
securities are offered for sale, the promoters wish to make this 
period of development as brief as possible. As soon as the 
company is in a position to make an attractive offer of stocks 
or bonds, the securities are sold. 

There are two methods of selling securities ; either to the 
public direct or to investment bankers. The security business 
is organized along lines generally similar to the business of 
producing and selling commodities. The corporation cor- 
responds to the manufacturer, the investor to the consumer. 
Between the manufacturer and the consumer, stands the dis- 
tributer. The wholesaler, in the field of commodities, and 
the banker, in the field of securities, occupy similar positions. 
The business of the private banker has assumed great im- 
portance in recent years. At one time it was thought that 
the function of distributing securities to the public might be 
taken over by the commercial banker who would buy from 
114 
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the corporation and sell to his own depositors. A number of 
the larger banks and trust companies have gone so far as to 
establish bond departments. But while there is a certain 
amount sold by commercial banks to depositors^ for the most 
part through their bond departments, as a rule banks dispose 
of such bonds as they may purchase, in the general investment 
market, making no special effort to interest their depositors, 
on whose funds they can make a larger profit by lending 
them in the ordinary course than by using them in the pur- 
chase of bonds. It is now admitted that the bond business, 
as a branch of mercantile industry, does not belong to the 
commercial bank, and it is properly left to a special kind 
of financial institution. 

The investment banker on his part, however, may advan- 
tageously carry on certain departments of the business of the 
commercial bank. The investment banker offers investment 
securities suitable to the needs of various classes of investors, 
furnishes to investors free of charge accurate information on 
securities, receives accounts subject to check, and allows inter- 
est on daily balances, collects and remits dividends and inter- 
est; negotiates collateral loans for various classes of borrow- 
ers, executes orders for the purchase, sale, or exchange of 
securities on the stock exchanges; and, in some cases, carries 
on the business of foreign exchange. The investment business 
is, however, the primary function of the private banker. To 
this all his other activities are subordinated. 

The private banker organizes his business on the lines of 
a jobbing house. He has a large number of present, prospec- 
tive or potential customers on his list sometimes running into 
the thousands. He circularizes these customers at intervals 
with letters and circulars, follows up all inquiries with at- 
tractive prospectuses, and also brings the merits of his wares 
to the attention of the buyer by means of public advertise- 
ments. The investment banker enjoys special advantages for 
the financing of his business. So far as possible, he aims 
to make his sales and purchases coincide. In an active bond 
market, it is not unusual that a large issue should be sold 
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before the banker is obliged to make his final pajmient. 
When a stock of securities is to be carried, however, the 
investment banker employs his established lines of credit with 
banks and trust companies, pledging the securities which he 
is holding as collateral for loans on various margins of secur- 
ity, depending on the quality of the bond or stock pledged 
and the conditions of the loan market. By the liberal em- 
ployment of his credit, he is able to do a large business with 
& comparatively small capital. A bond house \vitli a capital 
of $500,000 is a very substantial institution of its class. 

These investment bankers stand ready to purchase the 
securities of corporations for cash. The prices which they 
will offer are, of course, below those which they expect to 
receive, the margin of profit demanded depending on the 
salability of the security, and the salability usually depend- 
ing on the quality determined from an investment standpoint, 
riie question now arises, shall the promoters of the new cor- 
poration sell the securities to bankers, or shall they offer 
them direct to the public? This question can be answered, 
without serious qualification, and with, few exceptions, in 
favor of dealing with the banker. 

There are great advantages to a corporation in placing 
its securities with investment bankers. The cost of obtain- 
ing the reqtiired capital is definitely determined in the bank- 
er’s contract. If the bonds are to be sold at $85, or $90, or 
$92'|, the exact amount of money which will be received from 
these, bonds is known. The money, moreover, will be paid 
at a definite date, so that the syndicate need have no uncer- 
tainty about recovering their advances and repaying their 
loans. The cost to the corporation of selling securities to 
bankers is also much less than if sales are made direct to 
the public, and the certainty of return is far gi’eater. The 
banker, as we have seen, has a permanent organization and 
an established clientele of customers. This organization is 
constantly employed in marketing securities. Established 
banking houses of good reputation have a large number of 
customers who will buy from no one else. They can count 
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on a certain amount of money from these customers at reg- 
ular intervals, which will be spent on the securities which 
they offer. They are also able to make a market for new 
securities, for which the demand may be weak at the outset, 
by exchanging these new bonds on a favorable basis for sea- 
soned bonds of long standing, which their regular customers 
have purchased in the past, and for which a ready market 
exists. With a large number of satisfied customers with 
whom the banker is in constant touch, new issues of secur- 
ities can be quickly sold by exchange, when direct sale would 
be impossible. Bankers, moreover, are not obliged to force 
a market for the securities which they purchase. They can 
utilize their credit to carry stocks and bonds until a favor- 
able season arrives for selling them. 

A corporation engaged in the mining of coal or the opera- 
tion of an interurban electric railway has none of the equip- 
ment for selling securities. If it desires to sell bonds direct 
to the public, it will be necessary for the company to con- 
struct a selling machine for the express purpose, and since 
it cannot keep this organization together after the necessity 
out of which it originated has passed, its cost will be excessive. 
It must rely on newspaper advertising to discover its custom- 
ers, and newspaper advertising is an expensive method of 
selling securities. The corporation, while it might have. a 
good credit for the purposes of its own business, would have 
great difficulty in establishing a credit with which to finance 
its venture into the security business. The same banker 
might look with favor on a proposition coming from an in- 
vestment banker to lend money on the securities of a cor- 
poration, which that investment banker had purchased for 
sale, and might look with extreme disfavor upon a proposition 
to lend on the same securities offered by the corporation 
direct. 

There is no certainty, when the securities are offered direct 
by the corporation, as to the cost of selling. The usual method 
will be to turn the work over to some advertising agency 
which would undertake, without any guarantee of results, to 
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sell the securities on the basis of a certain percentage of the 
proceeds. In some cases, this percentage would run as high 
as forty per cent, and the selling campaign might, at that, 
have to be abandoned before half of the securities were dis- 
posed of. From every standpoint, the attempt of a company 
to market its securities direct will be likely to prove unsatis- 
factory and unsuccessful. The cost will be excessive, the 
results uncertain, and the risks great. 

But while sale to a banker is advantageous to the com- 
pany, bankers will not purchase every kind of security. They 
sell to investors, and the securities which they offer must be 
such as will appeal to their customers. We may distinguish 
between investment securities and speculative securities. Both 
the investor and the speculator are so called because they 
buy stock or bonds of companies which are the owners of 
productive properties. By means of the corporation which 
divides its stock or debt into shares or notes of $50, $100, or 
$1,000 each, and which is managed by officers elected by 
trustees whom the stockholders select, an individual can be- 
come a part owner, or a part creditor, of as large a number 
of corporations as his capital will allow, without identifying 
himself in any way with the management of any of these 
corporations. He has no concern in their affairs, save to 
receive out of their earnings his dividends or interest, or to 
increase his capital by selling his stocks or bonds should their 
price be advanced. Broadly speaking, there are two kinds 
of enterprises, and two kinds of securities which these enter- 
prises may issue: Those which have been in existence a suf- 
ficient time to enable their earning power to be conclusively 
demonstrated; and those 'which have not yet demonstrated 
their earning power, either because they exist only on paper, 
or because their operations have, as yet, been unsuccessful. 

Examples of investment stocks are furnished by such com- 
panies as the Pennsylvania Eailroad, the Chicago and North- 
western, the Norfolk and Western, among railroads; the 
Cambria Steel Company, the Standard Oil Company of New 
Jersey and the General Electric Company, among indus- 
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trials; the Boston Elevated and the Chicago City Railway 
Company, among street railways; the Calumet and Hecla 
among mines. An examination of these stocks shows the 
following characteristics : Each of these companies operates 
an established business, supplying articles or service for 
which there is a steady demand, and where the processes of 
the industry are standardized and thoroughly understood. 
Each one of these companies is efficiently managed. Their 
costs of production are low, their selling methods are ef- 
ficient, and their financial management conservative. Each 
one of these corporations has been profitable for many 
years. In good times, as well as in periods of depression, 
their net profits have been far more than sufficient to pay 
their operating expenses and their fixed charges. Each one 
of these companies has a record of dividend payments. The 
directors have dealt fairly with the stockholders in paying 
to them such part of the profits as could be safely distrib- 
uted. Anyone who buys the stocks of these companies 
knows that profits will be earned, and that he will receive 
as large a part of these profits as can be prudently paid. 

We have here the requisites of an investment security: 
an established business, efficient management, assured profits 
and a conservative distribution of profits to stockholders. 
If any of these characteristics are absent from a security, it 
is not entitled to be called an investment, because there is 
no guarantee to the investor that the income, on the basis 
of which he buys the stock or bond, will be permanent. 

A speculation is illustrated by the stock of The Consoli- 
dated Oil Company. This company controls 120 acres of 
land in the Coalinga district of Southern California, touch- 
ing so-called proven land,^’ that is land in which paying 
oil wells are in operation. This company offers a portion of 
its capital stock for sale at one third of its par value. With 
the proceeds it is proposed to drill a well and it is practically 
a certainty that we will have at least a 500 barrel well within 
a few months. If you have carefully read this book you will 
understand that the profits from this one well should drill 
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two more and leave some money over for dividends. Then 
tliese three should produce enough to drill six more, and so 
on up to about twenty wells, which the company should have 
in two years. These twenty wells, remember, will be drilled 
with profits after the first one, and should make the company 
over $1,000,000 profits per year/^ The directors and pro- 
moters of this company are not known as men wlio have been 
successful in the oil business, and no representations of their 
previous experience are made in the prospectus. That their 
means are limited, is shown by the fact that, instead of tak- 
ing advantage of this golden opportunity themselves, they are 
forced -to appeal to the public to supply the means of develop- 
ing their proposition. Here are all the elements of a specu- 
lation, an enterprise which may or may not be successful. 
Oil is being produced in California at a profit. The property 
of this company, if its representations are to be believed, is 
near the oil reservoir. If oil is discovered, it is probable that 
it can be produced at a profit. So much can be said in 
favor of the proposition. On the other hand, there are several 
unfavorable considerations. Oil may not be found, or if it 
is discovered, the flow may cease after a short time. The 
company may not be able to store or transport this oil. The 
officers, even though honest, having had no previous experi- 
ence, may prove incompetent. They may involve the com- 
pany in obligations whose maturity may destroy the value 
of its stock, or they may fritter away its funds. The Con- 
solidated Oil Company is an illustration of a type of specu- 
lation where the company has not yet come into existence, 
where its future is wholly problematical. 

The Allis-Chalmers Manufacturing Company was in- 
corporated in 1901, as a consolidation of companies manu- 
facturing heavy engines, mining and other machinery. This 
company has $26,000,000 of common stock and $16,500,000 
of preferred stock. On the preferred stock seven per cent 
was paid from July, 1901, to February, 1904. Suspended 
dividends were resumed in 1917, No dividends have been 
paid on the common stock from the beginning. Here, the 


THE SALE OF SECURITIES 


121 


separate eoneerns wliich were merged into this company 
were profitable, and they have continued to be profitable. 
The anticipated increase in profits, as a result of the combi- 
nation, was not, however, sufficient to permit the directors 
to pay regular dividends on the stock, which represented a 
large increase over the combined stock of the merged com- 
panies. The xillis-Chalmers Manufacturing Company may 
some time prove to be an investment, but the earnings up 
to the present time have not been sufficient to warrant the 
maintenance of regular dividends on its preferred stock, 
and the common stock is apparently a long way off from a 
dividend. The stock of the Allis-Chalmers Manufacturing 
Company illustrates a type of security in which the busi- 
ness has not been as profitable as was anticipated, and 
where dividends could not, therefore, be maintained. 

The stock of the Westinghouse Electric & Manufactur- 
ing Company is issued by a company which, wdiile profit- 
able, and while paying dividends for many years, was yet 
so badly managed as to be forced into bankruptcy. The 
stock of this company cannot, therefore, be considered as 
an investment. Although the management was changed, a 
long period of successful and conservative operation must 
elapse before the company is completely reinstated in the 
confidence of the investor, when its securities will be fully 
acceptable. 

The Anaconda Copper Company and the American 
Smelting & Refining Company are corporations which have 
paid out the greater part of their earnings to their stock- 
holders. In times of prosperity, these stocks sell at high 
values because of this policy of liberal distribution. During 
a period of depression, dividend payments are greatly re- 
duced. These stocks are, therefore, regarded as speculations. 

We see from a comparison of these illustrations, that the 
characteristies of a speculative security are the exact oppo- 
sites of the distinguishing features of an investment. If a 
company is a new enterprise, or if the efficiency of its man- 
agement is doubtful, or if it has not yet come into a stage of 
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profitable operation^ or if, as happens in care instances, it 
has made profits and has not distributed them to the stock- 
holders, or finally, if it has paid out too large a percentage 
of profits so that it has been obliged to suspend dividends 
when earnings declined, its stock must be regarded as specu- 
lative. 

Between the best class of stock investments, of which the 
stock of the Pennsylvania Eailroad is an illustration, and 
the stock of The Consolidated Oil Company which stands 
at the bottom of the list, there are degrees of difference, 
and it is difficult to sharply divide the sheep from the 
goats. For our present purpose, however, which is to examine 
the different methods of selling investment and speculative 
securities, it is sufficient to characterize as investments those 
enterprises which have already succeeded, or whose success 
can be confidently predicted from the experiences of similar 
enterprises operating under conditions generally identical, 
as for example the introduction of a street railway in a town 
of 50,000 people, and to distinguish from these, as specula- 
tive securities, stocks and bonds of enterprises whose success 
lies in the future. The distinguishing characteristic of a 
speculation is the fact that its value depends upon circum- 
stances wdiich cannot be known because the future is needed 
to reveal them. An investment on the other hand contains 
no or ^^provideds’’ or ^ dielieves, ’ ’ its value is founded 
upon certainty. The value of a speculative security is built 
upon the unstable foundations of probabilities and sup- 
positions. 

These two classes of securities correspond broadly to the 
characters of the people who buy them. The stocks and 
bonds of established companies, where success is certain, are 
purchased by investors, specixlative securities by speculators. 
The investor will not buy a security whose value is in any 
way doubtful. He demands in a stock or bond, before any- 
thing else, the virtue of stable value. He must be reasonably 
certain that his principal is safe, that he can, at any time 
in the future, disregarding the occasional fluctuations of the 
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market, sell liis stocks or bonds at or near the price he paid 
for them. If this assurance of safety of principal and cer- 
tainty of income can be given him, he is satisfied with a 
moderate return. 

The most important investors in the United States are 
the financial institutions, insurance companies, trust com- 
panies, banks and large estates. These institutions demand 
safety before every other consideration. They are willing 
to pay high prices for stocks and bonds where the assurance 
of safety can be given. Besides these institutions, the char- 
acter of whose investments is determined not merely by 
prudence but by law,’ there are a great majority of the 
wealthy and well-to-do people of the country in the invest- 
ing class. Their chief concern is to keep what they have. 
They demand of the securities, into which they put their sur- 
plus income, the highest degree of safety and stability, the 
most complete guarantee of security. 

The investor will buy government bonds, well-secured rail- 
road bonds or guaranteed stocks of railroads, municipal bonds, 
bonds of street railways, electric light or gas companies in 
large cities, and the best grade of railroad, street railway or 
gas stocks. Of later years, with much diffidence and hesita- 
tion, he has gone into industrials. The preferred stocks of 
some of the large concerns are now extensively held by con- 
servative investors. The stocks of new industrials, and of 
oil and mining companies he usually lets alone. This invest- 
ment demand, concentrated upon a portion of the securities 
offered for sale, fixes the value of every investment, no matter 
how high may be the return upon its face value, at a figure 
which will allow to the purchaser only a small return upon 
the money invested. There are few safe investments offered for 
sale on the New York Stock Exchange whose price when com- 
pared with their yield in interest or dividends, shows a return 
of more than six per cent. 

Wlien the investment banker is approached by the pro- 
moters of a new enterprise, and asked to assist in the flota- 
tion, he examines carefully the character of the scheme. The 
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first thing he demands of the securities which are offered to 
liinij is that they shall be salable. TJnless he can sell them 
at a profit^ he will have nothing to do with the scheme. 
Assuming that the securities are salable, tlie next question 
is, can he recommend them to his own customers? It must 
be remembered that the relation of the investment banker 
to his customers is a fiduciary relation. He is a wholesaler 
of securities. By an extensive organization, covering some- 
times many states, he keeps in touch 'witli funds offered for 
investment. He has classified in his catalogues the names, 
sometimes, of many thousands of people wdio buy securities; 
he knows how much money they have to invest and when 
this money wdll be available. He has an organization of 
salesmen who make regular visits to his customers, and he 
carries on an extensive corresi^ondence with them to influence 
their purchases. This business the investment banker expects 
to be permanent. If he sells a bond, maturing in ten years, 
he has a record of that sale, and when the bond is paid off, 
he expects to be on hand wdth a new bond to take the place 
of the old one. He aims to cultivate, therefore, by every 
means in his power, the good will of his customers. The 
basis of that good wall, the foundation upon wliicli his busi- 
ness must rest, is the investment quality of the securities 
which he offers for sale. In his literature and through his 
salesmen, the banker lays primary emphasis upon the safety 
of the securities which he offers. He recommends them to 
his customers, and ordinarily he has houglit them himself, 
before he offers them for sale. His constant endeavor is to 
protect his customers against loss. He will carry these ef- 
forts, in some cases, so far as to repurchase bonds concerning 
whose security there may be a doubt, or to undertake at con- 
siderable expense and trouble, the work of reorganizing bank- 
rupt companies wdiose bonds he has sold, so that they may 
again be put upon a solvent basis. 

A man in such a business as this cannot recommend specu- 
lative bonds or stocks to his clients. He might indeed sell 
a large amount of doubtful securities during a period of 
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good times wliicli would be bought from him by his clients 
because of their confidence in him^ but ^¥hen depression over- 
took these shaky enterprises they would go down, and with 
them would go the good will of the banker’s business. A 
long record of successful flotations is not sufficient to protect 
a banking house against the discredit of offering and recom- 
mending securities which are not good, and whose quality 
could have been revealed by an investigation. 

An illustration of the caution displayed by reputable 
financial institutions in standing sponsor for new and untried 
companies, so far as to recommend their securities, is fur- 
nished by the following letter received in answer to an inquiry 
concerning the merits of a Mexican mining proposition which 
had announced that subscriptions to its bonds would be re- 
ceived at a prominent trust company, large use being made 
of the trust company’s name in the advertisements. The 
inquiry addressed to the trust company was as follows : 

Dear Sirs: I have received certain information on 

the proposition offered by the . These 

reports are extremely interesting, and I have given 
them careful attention. I should like, however, to 
have your own opinion of the merits of the debenture 
bonds as a safe investment. 

The, Corporation , by its Vice-President, Mr. 

, has heartily recommended them, and I presume 

you will have no hesitation in confirming his state- 
ment that he believes them to be a safe and profitable 
investment. 

The reply of the trust company is as follows : 

Dear Sir : We have your favor of the 18 th inst. In 
reply thereto would say that following our invariable 
policy, we regret our inability to advise you in the 
matter of the investment referred to. Our duty is 
merely to receive such subscriptions as may be ten- 
dered on behalf of the ^ and 

we have been selected to countersign the bonds. The 
parties interested in the matter have come to us prop- 
erly recommended. 
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The statements contained in the advertisement and 

circulars are the statements of the and not 

of this Company. 

Yours very truly, 

(Signed) 

Second Vice President 

If the securities of the new company are of a speculative 
charactei’, it is evident that the banker cannot purchase them 
directly and offer them as his own property to his customers. 
He can, however, insure or guarantee their sale. The trust 
company just mentioned could have been interested in these 
bonds at its own risk, or by lending to officers and directors 
on the security of the bonds, without openly indorsing them, 
unless the use of its name as the depositary of the mining 
company may be regarded as an indorsement. 


CHAPTEE X 

THE SALE OF SPECULATIVE SECUBITIES 

Ip the securities of a new corporation cannot be sold to 
the banker for resale to the investor, they must be sold di- 
rect to the speculative public. This is composed of persons 
of moderate or small means who are willing to buy the 
shares of new companies at low prices, trusting in the repre- 
sentations of those who have stocks to sell, that these stocks 
will pay large dividends and eventually increase in value. 
The speculative buyer has usually no knowledge of finance. 
He does not understand the nature of an investment judg- 
ment. He thinks of a stock as $100 and regards its divi- 
dends as certain and permanent. He has no skill in offset- 
ting advantages with disadvantages. With him a security is 
either good or bad. There is no halfway point. If the syn- 
dicate manager had set before him all the materials for an 
investment judgment of the trust proposition, he could not 
have made such a judgment. If, moreover, the difficulties 
and uncertainties which deter the investor from buying 
trust stocks had been presented to the speculative buyer, he 
would have been frightened away. If these negative con- 
siderations are not presented, however, he will not ask for 
them nor will he suspect their existence. Great care must 
therefore be taken to give him only the most simple and 
favorable information concerning the stock which it is de- 
signed that he should buy. The ‘'public’^ asks few ques- 
tions— -save as to the standing of the officers and directors 
of the new company, for they naturally do not want to be 
robbed, and the amount of dividends which is promised to 
its stockholders. It is from this class of buyers that a por- 
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tioii of tlie funds which are to reimburse the advances of 
the underwriter are to come. 

The first step in the process of selling stock to a specula- 
tive buyer is to excite his imagination. There must be 
placed before him a picture of enormous wealth in which he 
is invited to share. In actual existence as yet there is noth- 
ing save a flat plain, a precipitous mountain, or a prospect 
of monopoly profits. The speculator must furnish the 
money to ascertain what lies below the surface, and if there 
is anything found, to develop it. But in order that the 
speculator shall advance these funds, he must be made to 
disregard the present and project his gaze into the future. 
He must behold, as does one in a vision, a fully equipped 
mining property or oil well, and he must see himself as part 
owner of this valuable property. In view of this necessity, 
the general arrangement of a prospectus, no matter of what 
enterprise it treats, is always the same. The project con- 
tains some new feature— a new resource, a new invention, a 
new form of industrial organization, oil lands in California, 
copper land in Arizona, real estate on the frontier of Brook- 
lyn, or options on competing plants. The development of 
these resources and opportunities is to be followed by large 
earnings. 

The reasons for this belief are forcibly set forth in a 
prospectus. The mine is eitlier directly adjoining a fully 
developed property which is paying large dividends, or the 
geological indications point unmistakably to the existence of 
a resource of great value. Similar entei^prises in other parts 
of the country have proved enormously profital)le. The 
present scheme is fundamentally identical with tliese enter- 
prises. Therefore, the present scheme will be equally suc- 
cessful. 

A mass of expert testimony of this or that ^tpi*ofessor,^^ 
whose wealth of technical detail is most eoiivineing, is usu- 
ally added. Note, for example, the following extract from 
an expert’s opinion of the Monterey district: . . . The 
geological formation of the oil-bearing strata and extensive 
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surface indications of petroleum seem to indicate the cer- 
tainty of there being productive resources of oil below. 
Sandstone and shale of a bituminous character seem to be 
the general surface indications of petroleum. There are 
apparently three anticlinal ridges extending through this 
range which the oil belts seem to follow. Judging from the 
croppings, the west side of the Salinas Valley contains a 
vast oil reservoir. I have formed this conclusion on account 
of the immense depth and thickness of the oil-bearing sands 
and also the immense beds of bituminous shale.” Perhaps 
the professor” has a record of success to enforce his state- 
ments. He may stake his reputation” on the success of 
this last project which he indorses, and which he believes to 
be 'Har richer than United Verde,” a mine which paid 
$2,924,000 in dividends in one year. 

Accompanying the expert’s reports will be maps and 
charts showing the exact location of the property, if the 
proposition is for a mining or oil enterprise, in relation to 
producing mines or wells, these latter being always in the 
immediate neighborhood of the land of the new company 
or else ^Hhe geological formation on this claim is identical 
with that found on the largest dividend paying properties 
in the districts.” The National and State Geographical 
Surveys are dragged in to support the expert testimony. 

Newspax^er accounts of the ^Habulous richness of the 
Kootenay country,” or ‘''Wonderful Tonopah, a Desert 
Camp of Fabulous Kichness,” written for local newspapers, 
or the more sober narratives of the metropolitan journals, 
also excite the iniagination of the speculator. Such news 
items as the following appear in metropolitan journals: 
"Nevada, January 27th — At the Tonopah camp the most 
impressive things are the huge stacks of ore awaiting ship- 
ment. Henry Cutting, who came into the camp early last 
year with only $2.50 in his pocket, has one stack which is 
estimated to be worth $500,000. Another man who has 
been very lucky is Prank Golden, who has a great stack 
of sacks of ore like a fort, which is worth $700,000.” 
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Strongly worded testimonials may be added to the 
schedule of evidence. The project is backed by substan- 
tial business men, often by men of national reputation- 
won in some other field— who publicly advise their friends, 
as did an ex-governor of a Western State, to provide for 
the children’^ by investing a few dollars in rubber certifi- 
cates. The best of bank references are also given. 

All this mass of skillfully arranged data leading the 
mind almost imperceptibly from the known to the un- 
known, emphasizing advantages to the point of exaggera- 
tion, glossing over difficulties or preferably remaining 
silent about them, marshaling history, science, and repu- 
tation to the support of prophecy— all these specious and 
forceful arguments are directed to the end of creating in 
the mind of the prospective buyer a vision of enormous 
wealth. It is but seldom that they fail to accomplish the 
result. If it were possible, a sympathetic examination of 
their literature would deceive the very elect. 

Cupidity is the next passion to which the promoter ap- 
peals. The stock in these companies whose prospects of 
large profits are so well assured, is offered at a low price, 
50 cents, $1 or $2.50, per share, some indeed as low as five 
cents a share. The company issuing the stock, it is stated, 
is in possession of a resource of enormous value. Only a 
small amount of money is needed to develop the mine or 
drill the well— “in order to facilitate the development of 
the valuable lands of this company, the directors have 
placed on the market a limited amount of its treasury stock 
to be sold at the special introductory price of twenty cents 
per share, and the company reserves^’— mark this, oppor- 
tunity knocks only once — “the right to advance the price 
of the same without notice.” After the initial expenditure, 
it is claimed, the enterprise will grow out of its own 
earnings. 

And its assured dividends. “Marvelous and mon- 
strous” is the only phrase that adequately describes them. 
It is a poor company that cannot assure the investor twenty 
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per cent on his money. Note, for example, the following: 
^‘The valne of this stock as an investment may readily be 
seen when it is understood that one well producing 100 
barrels of oil daily will earn four per cent on the entire 
capitalization, or twenty per cent on the present selling 
price of the stock.” The company in question had room 
for 150 wells on its property and the inference of the 
prospectus is that dividends of 1,000 per cent on the in- 
vestment are by no means out of the question. 

If the speculator asks for conclusive evidence that these 
huge dividends will be paid— let him look to the record of 
other enterprises which had at the outset no better pros- 
pects than that into which he is asked to put his money. 
^‘In one instance, about one and one half years ago, $1,200 
was invested in three sections of oil land in one oil dis- 
trict. To-day these same lands are worth $5,000,000. In 
another instance $3,200 was invested in two sections. To- 
day these two sections are worth $6,000,000.” Specimen 
advances in oil stocks are given— -for example: '^The New 
York Oil Company sold at fifty cents per share, present 
market price $200”; or ''the Home Oil Company sold at 
$10 per share, present market price $5,000.” Or, if the 
proposition is in gold or copper mining, figures like these 
are given: "United Verde once sold for fifty cents a share 
and is now paying nearly 8,700 per cent on that price. 
The LeRoi Mine was sold entire in 1890 for $12.50 ; it now 
has a market value of $10,000,000 — $100 invested in LeRoi 
a few years ago is now worth $250,000 and has paid $35,- 
000 in dividends. Alaska Treadwell has paid $5,000,000 
in dividends and its stock has advanced 3,200 per cent,” 
etc., etc. Evidence of this character is abundant and 
effective. 

If doubt is expressed as to the future demand for these 
products even should they be successfully produced, the 
prospectus is ready with assurance that "the development 
of California will demand all the oil that can be produced” 
or "the electrical industry will continue to. exhaust the 
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supply of copper.^’ Nothing is left uncovered. Every de- 
tail is attended to. A chance to draw a valuable pidze is 
offered at a low price. 

The whole argument is summed up with convincing 
brevity by a copper prospectus. ‘ ' Bell telephone was given 
away for board bills, yet has paid over tl<36,000,000 in 
dividends. Calumet and Hecla went begging not so many 
years ago ; its total dividends to date are over $60,000,000. 
It would take a day to enumerate the instances where prop- 
erties rich and great to-day were offered for a song. The 
people who did buy them are rich now, and why f Not be- 
cause they were ducky,’ but because they investigated 
promptly, judged the merit of the proposition, and acted 
wdiile there was time. If they had W'aited until to-day to 
buy the shares of these enterprises they would get perhaps 
five per cent on their money, possibly eight, but no more. 
But buying when they did, they got all tlie way from fift}^ 
per cent up to 500 per cent because they liad both the 
judgment to recognize the worth of the opportunity and 
the courage to seize it. A thorough examination of the 
details of tlie Arizona Copper Syndicate will satisfy any 
man of judgment as to its merits. It is one of the greatest 
opportunities ever given investors. Investigate it now 
while the price is low.” 

Here are the principal inducements offered to the specu- 
lator in every new enterprise. Other men have made 
money in similar enterprises. Why should not he be 
equally fortunate ? Tie is not asked to gamble, but merely 
to investigate an industrial opportunity and act as his 
judgment directs. He is carried away by the prevailing 
optimism of the time, and he is ready to listen to the ad- 
vocates of new schemes for getting rich. Other people are 
making money fast, and he is certain of his ability to do 
as well as they. The appeal to his judgment” and his 
courage” is the bit of flattery ■whieh is often decisive, 
and the final outcome is that the man of small means invests 
$100, $200, or $5,000 in the stock of a new company in 
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the confident expectation that from this small investment 
he will one day reap a fortune. 

When once embarked on a doubtful enterprise, the 
speculator is impelled by sentiment and interest to draw 
others along with him. The speculator is by instinct a 
promoter. He is zealous in advocacy of this project to 
which he has committed his money. He urges upon his 
friends the merits of the new scheme. His enthusiasm is 
infectious. Others are drawn into the net by his represen- 
tations, and they in turn compass sea and land to make one 
proselyte. In this way the wave of speculation is set going 
and sweeps through all classes of society, turning the ac- 
cumulations of years of effort into the treasuries of the 
new companies. 

The situation is universally familiar. A minister or a 
physician has a few thousands laid by ; a woman has either 
saved or inherited a small amount ; a workman or a farmer 
has managed to scrape together something for a rainy day. 
Such people are found by the thousands in every part of 
the country. Prom their accumulations they draw a small 
rate of return, often so small that they are constrained to 
add it to the principal and do not venture to apply it to 
expenditures. Pour or five per cent clear gain is about 
all that can be expected. Their lives are hard, monotonous, 
and barren. Before their eyes is constantly flaunted the 
luxurious extravagance of the wealthy leisure class. To 
such people the prospectus of a new enterprise is wonder- 
fully attractive. In exchange for a few thousand it offers 
them a fortune. The offer dazzles them. Their desires 
benumb their judgment. The risk of the undertaking is 
forgotten. Pew of those who put their money into a 
speculative scheme enter it with the thought of risk. The 
calm balancing of chances is the exercise of a superior 
order of mind. The speculator does not buy a chance, he 
buys what he thinks is a fortune. He has had a vision of 
a vein of ore or a great reservoir of oil. He has seen a 
populous town arise around the factory in Which he has 
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invested. He has forsaken the difficult paths of reason for 
the flowery fields of imagination and conjecture. 

The line of speculators is very ancient. In 1720 there 
was pi'inted for W. Bonham, in London, ^^an argument 
proving that the South Sea Company is able to make a 
dividend of thirty-eight per cent for twelve years, fitted to 
the meanest capacities.’’ This was one of the first pros- 
pectuses ever issued, and the succession has been worthy 
of its ancestor : Spanish Jackass Company, Louisiana Bub- 
ble, South American Bonds, American Improvement Bonds, 
English Eailways, American Eailways, American Mines, 
South American Eailways, Australian Eailways, Eand 
Mines, American Industrials— John Law, Hudson, Bar- 
nato, Hooley, Gates, and Lawson. The line runs true. 
The Jackass Company still lives. 

The foregoing presents in brief outline the methods of 
selling stock in an enterprise which is, on its face, so 
dangerously risky as to require the most spectacular rep- 
resentations and the most flamboyant promises in order to 
work the speculator up to the point of shutting his eyes 
to the risk and going in on faith alone. Hundreds of these 
companies are floated every year, and their promoters often 
find good markets for their wares. Most of these promoters 
are honest. They expect to spend a large part of the 
funds intrusted to their care in the exploitation of the 
resource or opportunity which they control. A minority 
are fraudulent. But, one and all, they must, in order to 
float their schemes, appeal to the imagination and the 
cupidity, and blindfold the judgment of the people who 
buy their shares. All that they can properly offer is a 
chance in a lottery in which there are few prizes and many 
blanks. 


CHAPTER XI 


PtBLIC PROTECTION AGAINST FRAUDULENT 
SECURITY ISSUES 

Recognizing the heavy losses inflicted upon the com- 
munity by the activities of the promoters of ^%ild cat’’ 
companies, a determined effort has been made by the legis- 
lators of various states to abolish or abate this evil. These 
efforts have taken the form of ^^Blue Sky Laws,” so called 
because of the reputed habit of the speculative promoter in 
capitalizing the sky above him. 

The first of these laws was passed by Kansas in 1911. 
The object of the law was to guard the investor against the 
numerous companies selling stocks and securities of little 
or no value. The law compels all companies, persons, or 
agents who desire to sell any stock, bonds, or other securi- 
ties in the State to submit information to the banking de- 
partment which will enable the department to determine 
the bona fide of their investment — this includes full details 
of the business basis of the proposition, a copy of all con- 
tracts, bonds or instruments to be made or sold, the name 
and location of the investment company, and an itemized 
account of its actual financial condition, the amount of its 
assets and liabilities, together with such other information 
as the bank commissioner may require. Foreign corpora- 
tions must file consent that actions may be commenced 
against them in the proper court of any county by the ser- 
vice of process on the Secretary of State, and that such ser- 
vice shall be as binding as if commenced against the com- 
pany itself. It is the duty of the bank commissioner to 
examine all statements filed, “and if he find such company 
solvent and that the proposed plan and contracts provide 
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for fair, just and equitable transaction of business, and in 
bis judgment, promises a fair return on the stocks, bonds, 
and other securities by it offered for sale, ’ ’ he shall issue a 
statement declaring that the said company has complied 
with the act and is entitled to do business in the state. 
Without the approval of the Commissioner an investment 
company cannot do business in the state of Kansas and a 
violation of this law is considered a misdemeanor, piinish- 
al)le by tine or imprisonment, or both. The investment com- 
pany is also compelled to file with the commissioner semi- 
annual statements of financial condition and such other 
statements as he requires, and if they fail to do so they may 
be denied the right to do business within the state. This 
law has been sharply criticized and vigorously attacked by 
investment bankers who considered that it placed an intol- 
erable burden upon their business. In an address delivered 
by W. S. Hayden, Hayden, Miller & Co., Cleveland, Ohio, 
the principal objection to the law is summarized as follows : 

thought I knew what the Kansas Law meant; but 
wishing to be sure, I sent to Topeka a typical general cir- 
cular of an old line bond house, and asked whether the 
bonds described therein were within the purview of the 
Blue Sky Law. The circular exhibited only good bonds 
made up of obligations of large cities and municipalities of 
moderate size and issues of higldy respectable public utility 
corporations. Tlie banking department replied that these 
securities could not lawfully be sold in Kansas without the 
Department's advance approval. I also asked whether, in 
ease of such bonds as the circular described, more would be 
required befoi*e approval than presentation of a copy of the 
face of the bond — that being the ‘contract proposed to be 
sold.’ To this the Department responded that the Depart- 
ment must be satisfied that each security is all right, and 
this necessitates submission of all the statements called for 
by the law. 

‘ ‘ Some houses eustomarily have as much as two hundred 
issues represented on their lists— ‘Very many have upwards 
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of fifty. As to eacli of these issues, except domestic muilh 
cipals, advance submission of data and approval thereof 
would be necessary. If in a list of fifty items five new lots 
were acquired every day, the correspondence of a single 
house ■with the Department would be rather heavy. If 
many other States adopted the Kansas plan, the burden 
would be multiplied by the number of such states. The 
factor of delay must be considered. If the Department 
acted very promptly, and in the ordinary case approval re- 
quired but three or four days, there would be that interval 
in many cases Avhich now require only an instant for the 
transaction ^Doth ways.’ Such a state of affairs would be 
intolerable, not only to the bond house but to the investing 
public. The bond house might care primarily about its own 
loss or profit, but the public would be concerned about the 
loss of service. As usual, the consumer would pay — the 
annoyance never stops with the middleman. I have no 
doubt all this is appreciated in Kansas, and I do not believe 
that the technical requirements of the statute are fully en- 
forced against the small number of well-established bond 
houses which have Kansas customers. Such a situation 
would show the common sense of the Bank Commissioner, 
but could hardly be considered evidence that the law itself 
is Judicious. Assuming the strict enforcement of the law, 
it might appear that its effect wmuld be to turn the bond 
business over to the banks. However, it is safe to assume 
that any house doing a legitimate business with a large 
clientele will not find its business destroyed.” 

These Blue Sky laws were passed in a large number of 
states, modeled, for the most part, on the Kansas Act. They 
were promptly attacked in the United States District 
Courts, and the attacks were generally successful. The 
lower courts held in a number of eases that Blue Sky legis- 
lation was unconstitutional, because (a) corporate securities 
are subjects of interstate commerce; (b) Blue Sky legisla- 
tion imposes a burden upon interstate commerce; (e) such 
legislation, since it. does not lie within the powers of the 
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individual states to pass regulations bearing upon interstate 
commerce, is contrary to the Fourteenth Amendment of the 
United States Constitution, being a deprivation of liberty 
or property without due process of law. Therefore the gen- 
eral opinion of the legal profession was that when appeals 
were taken from the above cases and from several others of 
a similar character to the United States Supreme Court, 
the chances were greatly in favor of the highest Court in 
the land deciding that Blue Sky laws, even as passed in 
their amended forms, were unconstitutional legislation. 

Two successive waves of Blue Sky legislation had rolled 
up against the United States District Courts and each time 
those courts had been almost a unit in holding such laws 
unconstitutional. It was therefore confidently expected 
that the position of so many United States judges would be 
affirmed by the United States Supreme Court when these 
cases were finally presented to them. The matter came be- 
fore the United States Supreme Court in three eases which 
were all argued in the Fall of 1916 and decided in January, 
1917. These eases, although coming from various parts of 
the country and involving many different phases of Blue 
Sky legislation, were all considered together and the opin- 
ions in all of them were written by Justice McKenna, one 
of the oldest and most experienced of the Supreme Court 
Judges.^ To the general surprise the Supreme Court con- 
firmed the constitutionality of the Blue Sky legislation in 
all of the cases, dealing with almost every conceivable 
branch of the subject. The Supreme Court took the position, 
in brief, that it was not their duty to pass upon the wisdom 


3. The cases in question were: Hall vs. Geiger- Jones Go., Hall vs. 
Coultrap, Hall vs. Rose, 37 Supreme Court Reporter, page 217 (Ap- 
peal from the United States District Court for the Southern District 
of Ohio) (1916). j Caldwell vs. Sioux Falls Stockyards Co., 37 Su- 
preme Court Reporter, 224 (1916) (Appeal from District Court of the 
United States for the District of South Dakota) ; Merrick vs. N. W. 
Halsey & Co., 37 Supreme Court Reporter, page 227 (1916) (Appeal 
from the United States District Court for the Eastern District of 
Michigan). 
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of legislation of this character in view of the fact that 
twenty-six states had decided this question in the affirma- 
tive ; that the only thing which they had to do was to decide 
whether the method adopted to enforce the purpose of such 
legislation was constitutional or not. They decided that 
such legislation was not contrary to the Fourteenth Amend- 
ment, for while no person under that amendment may be 
deprived of life, liberty or property without due process of 
law, nevertheless the acquisition, disposition and enjoyment 
of property is always subject to the regulatory powers of 
the state. 

Speaking of such regulation, Justice McKenna said:^Mt 
will be ’observed, therefore, that the law as a regulation of 
business constrains conduct only to that end, the purpose 
being to protect the public against the imposition of unsub- 
stantial schemes and the securities based upon them. What- 
ever prohibition there is, is a means to the same purpose, 
made necessary, it may be supposed, by the persistence of 
evil and its insidious forms and the experience of the in- 
adequacy of penalties or other repressive measures.” 

Another feature connected with illegitimate promotion, 
which is of great interest and importance, is the system 
adopted by the United States for preventing and punishing 
improper, fraudulent and criminal promotion. The Fed- 
eral Government is able to attack fraudulent stock selling 
schemes because in almost every instance where promotion 
is wrongfully carried on on a large scale the mails are mis- 
used by the promoters. 

Criminal operations of this kind are covered by an act 
of Congress passed March 4, 1909, which is recited at length 
in section 1707 of the ’Postal Laws and Regulations of. the 
United States of America, edition of 1913. This act makes 
it a crime for one who has devised, or intended to devise, 
any scheme or artifice to defraud, or for obtaining money 
or property by means of false or fraudulent pretenses, 
representations or promises ; to place, or cause to be placed 
for the purpose of executing such scheme or artifice, any 
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letter or other kind of mail matter, in any post-office of the 
United States. The punishment therefor is a fine of not 
more than $1,000, or imprisonment for not more than five 
years, or both. 

Very efficient machinery is provided for the enforce- 
ment of the law above mentioned- There is a corps of of- : 

ficials, known as the United States postal inspectors, who 
are charged with the duty of investigating and assisting in 
the prosecution of infractions of the postal laws. These ; 

inspectors work directly under the Postmaster General, who ! 

is a chief inspector stationed at Washington. The country 
is subdivided into nine districts for purposes of enforcing 
the law, each district being in charge of a deputy chief in- 
spector, while each deputy has a force of inspectors directly 
under him. In the district in which Philadelphia is situ- 
ated, which includes the states of Pennsylvania and New 
Jersey, there are at present 40 postal inspectors. Each 
inspector must report daily to the deputy chief inspector, | 

who is his immediate STiperior, and in this way the depart- " 

ment is kept in constant touch with the work of all of its 
subordinates. 

When a complaint comes to the postal department that 
an investor has been defrauded by means of unscrupulous 
promoters, the investor is asked to furnisli evidence of the 
fraudulent treatment which he has received. If he satisfies 
the deputy inspector that he has grounds for his complaint, 
one or more inspectors are appointed to investigate the 
inatter, and, at the same time, the chief inspector at Wash- 
ington is notified that a new complaint is pending. If, after 
a careful investigation, the department believes that the 
complaint is well founded, that the mails have been mis- 
used, and that a crime has been committed, the evidence 
collected by the department is submitted to the United 
States District Attorney, and, at the same time, the evi- 
dence is forwarded to Washington with the request that a 
fraud order’’ be issued against the accused promoter. 1 
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The fraud order’’ is one of the most potent means of 
protecting the public from the speculative promoter. It 
prevents the accused from receiving mail of any kind what- 
ever, until it is rescinded, and this protects the public long 
before the conviction of the accused promoters, if they are 
eventually convicted. It should be said, in justice to the 
post-office department, that there have been few cases in the 
history of the department where accusations of this bind, 
wffien seriously made, have not been fully sustained there- 
after by the action of the courts. 

With all these legal and administrative safeguards, the 
work of the speculative promoter goes on. The past year, 
so it is claimed by investment bankers, has witnessed the 
greatest amount of ^%ild-eatting” ever known in our finan- 
cial history. The universal desire to get much for little, to 
grow rich quick, and the exorbitant profits and wages 
which have resulted from war-time inflation have united 
to turn over to the promoters of new companies amounts of 
money which run into the hundreds of millions. ^^It was 
ever thus,” and thus, so far as we can judge from the 
observed facts of human nature, it will continue to be as 
long as men are allowed the unrestrained control of prop- 
ei'ty and income. Legislation and efficient administration 
may check obvious frauds, but they are powerless against 
the colossal tribute paid by honest imagination. 



CHAPTER XII 


THE CAPITALIZATION OF COEPORATIONS 

The capitalization of a company is the face or par value 
of its stocks and bonds. The theory of the law is that the 
capital liabilities of a company equal the contributions by 
stockholders and creditors. 

The considerations of practical expediency which deter- 
mine the amount of preferred and common stocks and 
bonds in the original plan of capitalization have been pre- 
viously considered. We are here concerned with the rela- 
tion of capitalization to the public welfare. There is a 
general belief that many of the most serious evils of our 
economic life are traceable to the excessive capitalization 
of corporations, and that some plan should be devised by 
which the evil of overcapitalization may be eliminated. 
Senate Bill No. 2941, introduced July 5, 1911, by Senator 
Newlands of Nevada, aimed to provide for the registration 
under federal authority of corporations engaged in inter- 
state commerce, gives, in Section 10, a definition of over- 
capitalization as follows : 

The Commission . . . may revoke the registration of 
any such corporation upon the ground of overcapital- 
ization; that is to say upon the ground that the par 
value of the total securities, including shai'es of stock 
and all obligations running for a term of — — years or 
more, of such corporations, issued and outstanding at 
any time clearly exceeds the true value of the property 
of the corporation at that time. In determining such 
true value the said Commission shall consider the orig- 
inal cost of such propei'ty, its present replacement cost, 
its present market value, including the good will of the 
corporation's business, and the fair value of the services 
rendered in the organization of such corporation ... 

This definition is that currently accepted. If the face or 
par value of the shares of stock and the bonds issued by a 
142 
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corporation exceed the fair value of its property, including 
good will, patents, franchises, and other forms of intangi- 
ble wealth, that corporation is said to be overcapitalized. 

Various methods are available for determining this fair 
value. If we look on a corporation as a going concern, 
operated for profit, its value can be expressed as a certain 
number of years' purchase of its average profits. If, for 
example, a company earns an amount of $50,000 a year 
for five years, and if it is operating in a business of a 
temporary or extra hazardous character, such as the ex- 
ploitation of a patent or a publishing business, it may not 
be worth more than two or three years' purchase of its 
profits, $100,000 to $150,000. A railroad company, on the 
other hand, with the same profits, might sell for twenty 
years' purchase, or $1,000,000. 

Corporations are seldom sold for cash. The usual 
method of disposing of them is to sell their stock, both 
their assets and the debts secured by those assets being 
taken over by the purchaser. The current or market meas- 
ure of the value of a corporation is, therefore, the amount 
for which its stock can be sold. If its bonds are worth 
par, and its stock is sold for one half of its par value, or 
$50 a share, then assuming that the capital is equally 
divided between stock and bonds, the company is twenty- 
five per cent overcapitalized. Its capitalization is $2,000,- 
000, let us say, but the selling value of the evidences of 
debt and shares of stock, the tokens and symbols of its 
capitalization, is only $1,500,000. On the other hand, a 
condition of undercapitalization would be revealed by a 
price of $200 for the stock. A par value of $2,000,000 
would, in this event, be worth $3,000,000, an undercapitali- 
zation of 50 per cent. If we accept this standard of capi- 
talization, the use of the terms “over" and “under" im- 
plies that a company is only “properly" capitalized when 
the par value of its securities outstanding equals their 
market value. 
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An acceptance of this definition compels us to go fur- 
ther and approve the practice known as stock watering’’ 
or more euphoniously ""‘the capitalization of earnings.” A 
company pays twenty-four per cent on its stock. As a re- 
sult of these large dividends the stock sells at a high 
premium, say $350 a share on a par of $100. This com- 
pany is ^ Aindercapitalized. ” That its stock capital may 
be reduced to a ‘‘proper” basis, the number of shares 
must be raised from 10,000, on which twenty-four per cent 
is paid, to 40,000 on which the dividend will be six per 
cent, and which, if the business is reasonably secure, may 
be expected to sell around par, a “proper” capitalization. 
If, therefore, we attempt to limit the capitalization of 
corporations to the “fair” value of their business, and 
accept the standard of selling value or market price to 
determine that value, we might indeed prevent many ex- 
travagant and outrageous abuses of capitalization, a result 
which would be most desirable, but we should, at the same 
time, sanction the practice of stock watering, the multipli- 
cation of shares of stock as earnings and profits increase. 

The treatment of stock watering as a method of dis- 
tributing the accumulated surplus of a corporation is re- 
served for a later chapter. At this point, I wisli to con- 
sider briefly the alleged nee<»ssity of strict regulation of 
the capitalization of corporations in tlie interest of the 
public welfare. It has been often charged tliat the increase 
of capital without the addition of new funds is opposed 
to the interests of the community for the following reasons : 

(1) The corporation is obliged to x:>ay dividends on this 
extra, or “watered” stock, wdrich results in higher prices of 
product to the public than the prices which ■would suffice 
to pay dividends on an “honest” capitalization. 

(2) The payment of dividends on a capital larger than 
the cost of duplicating the corporation’s eciuipment is an 
inducement to competition, which results in an unnecessary 
duplication of railroads and mills. 

(3) The issue of securities for which no cash equivalent 
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has been received, often results in the sale of large amounts 
of worthless stocks and bonds to the uninstructed public. 
These arguments refer to matters of great importance and 
merit a careful consideration. 

Every business concern, no matter on what basis it has 
been capitalized, fixes its prices at the point of largest 
return. A corporation is not in business for the benefit 
of its customers, but for its own benefit. Its prices are not 
graduated according to what the buyer would prefer to 
pay, but are based upon what he can be made to pay. If 
a corporation has a monopoly of a particular line, it will 
fix its price at the point of maximum net return, Le., at 
that point where, account being taken of the larger con- 
sumption at low prices and the decreased cost of production 
with large profit, and, on the other hand, of the decreased 
cost of distributing a smaller output, the net return on the 
sale will be the largest. If the corporation has competi- 
tors, its prices will be influenced by the quotations of its 
rivals. In no case 'will lower prices be charged than the 
self-interest of the seller directs. 

The fallacy that the natural tendency of business men 
is to charge a proper price” has dominated the argu- 
ment against railway corporations. They have been 
charged with maintaining exorbitant rates in order to pay 
dividends on watered stock although they have always, in 
so far as public opinion would allow them, determined 
their charges by the exigencies of competition, and by the 
principle of charging what the traffic will bear. The pres- 
sure for dividends has sometimes influenced a board of 
directors to take undue advantage of a temporary oppor- 
tunity to exact high prices or high rates ; but if prices or 
rates were higher than the traffic would bear, the effect of 
such extortion was to reduce the profits of the corpora- 
tion below the figure at which wise management would 
have placed them. Eailroad corporations have sometimes 
been able to prevent a reduction of rates by railroad com- 
missions, by making it appear that the proposed schedules 
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of rates would render impossible the payment of interest 
or dividends on issues of bonds or stocks which bore no 
reference to the capital invested in the road, but which 
were looked upon by the courts as constituting a vested in- 
terest in the hands of innocent holders whose rights must 
be protected. 

But although the watering of stocks and bonds may thus 
have been made, at times, a means of securing a corporation 
in the revenues of monopoly, by interposing an innocent 
third party, the investor, between the corporation and the 
public power; from the company’s standpoint, it has noth- 
ing to do with fixing the schedule of charges upon which the 
revenues depend. The number of pieces of paper repre- 
senting the ownership of a steel corporation, and which en- 
title their holders to share pro rata in any disbursements 
of profits which the directors may make, has no more to do 
with the price of steel rails or steel billets than the number 
of persons among whom those pieces of paper may be di- 
vided. Both steel and oil are sold for the prices which will 
produce the maximum profit, and there is no more reason 
why that price should advance because the capital is in- 
creased than that the capital should decrease because the 
price is reduced. The same charge is made against the ex- 
cess profits tax,— that the producer or dealer is forced to 
add the amount of the tax to hiS price, thus shifting its 
burden to the consumer. On the contrary, the seller charges 
the most profitable price he can obtain, tax or no tax. 

The claim that the existence of watered stock stimulates 
competition has stronger authority to support it Thus the 
Wall Street Journal says: 

Any plant which is overcapitalized and which pays 
dividends on overcapitalization, invites competition by 
announcing that a competitor capitalizing his plant at 
its true value can earn dividends. If there is overcapi- 
talization, there is certain to be competition. . . . It is 
an economic law that profits in any line of business will 
not continue to exceed a fair return on the capital in- 
vested in the plant. 
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In other words^ it is claimed that the competitors of the 
United States Steel Corporation^ for example^ are encouraged 
to press forward, by the belief that the sum of the figures set 
out on the faces of the shares and bonds of that company 
represents an amount in excess of its investment value. 

Within limits, this opinion is well founded. An exces- 
sive capitalization on which dividends are being paid is cer- 
tainly a protection to outside companies. Upon this subject, 
some remarks of the Iron Age on the occasion of the forma- 
tion of the Steel Trust are of interest : 

Probably none have greater occasion to rejoice at the 
turn which affairs have taken than the outside interests. 

The majority of the latter express themselves as well 
pleased with the formation of the great consolidation. 
Above all, they hold that a less aggressive policy will be 
pursued than has characterized some of the constituent 
interests, and that they will be gainers from the greater 
steadiness which is sure to characterize the markets. 

They frankly admit, too, that they see increased safety 
to their own interests in the fact that the corporation 
must provide for large fixed charges and will probably 
make efforts to earn a good return on that part of their 
capital which they pronounce water.” That means 
that living prices must be maintained — ^prices which 
will give them an opportunity to make a profit on their 
own investments. 

In other words, the large capital of the Steel Trust would, 
in the opinion of its competitors, influence its managers to 
a more pacific and conciliatory policy than that formerly pur- 
sued, for example, by the Carnegie Company, and would 
render them less ready to resent outside invasion of their terri- 
tory. The policy of*the corporation shows that this expecta- 
tion was well founded, and has probably influenced the com- 
petitors of the steel corporation to increase their productive 
capacity more rapidly than they would otherwise have done. 
Indications have not been lacking of more sinister in- 
fluences of overcapitalization. In an endeavor to market 
their stock, the interests temporarily in control of certain 
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corporations have marked np prices to exorbitant figures, and 
liave given large eneoui'agement to competitors. Charges have 
also been made that many plants have been built for the sole 
purpose ■ of selling them out to some company which was en- 
deavoring to retain control of a particular industry. These 
two variants from established business practice may perhaps 
be cited as further evidence that overcapitalization stimulates 
competition. 

But while so much may be conceded to the theory that 
overcapitalization stimulates competition, on the general prop- 
osition, denial must be made. A man engages in a business 
because he sees an opportunity to make a profit by produc- 
ing or buying commodities at one price, and selling them at 
a higher price. He does not look to the capitalization or the 
dividends of his competitors when forming a final judgment 
as to the profit of an enterprise. Large dividends on large 
capital may call his attention to the profits of an industry, 
but the factors determining a change in his investment are 
the conditions of the industry and the prospects of the market. 

A group of men proposing to engage in the manufacture 
of steel rails, for example, would take into account the follow- 
ing factors: (1) The supply of raw material; ( 2 ) the labor 
and superintending force; (3) tlie transportation facilities; 
and (4) the prospective demand for steel rails. They would 
next turn tlieir attention to the position of the manufacturers 
already in the field, and here the capitalization of competitors 
would b(^ considered. But the main considerations which 
enter into any scheme for building competing plants — are the 
factors affecting the cost of production and the demand for 
the product. The dividends of competitors are not to be re- 
lied on as a guide to profits. They may be concealed oi* 
<)xaggerated. The foundation of conservative judgment con- 
sists of the Icnown facts of the industry. 

The third objection to the method of capitalizing a cor- 
poration on the basis of value instead of investment or cost 
of replacement, is founded on the claim that such capitaliza- 
tion leads to the issue of large amounts of worthless securities. 
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We may admit that the method of capitalizing earnings gen- 
erally employed in the United States has often resulted in 
deluging the speculative public with the stocks and bonds of 
new enterprises whose prospective earnings are seldom real- 
ized. The evils resulting from these practices are generally 
deplored. It must be admitted also^ that the enforcement 
of a law which would limit the issue of capital to the amount 
actually invested in an enterprise, would have the eSect of 
banishing from the stock exchanges the low-priced, speculative 
securities whose number is a standing reproach to our finan- 
cial methods. 

Suppose, for example, that the original capital of the 
United States Steel Corporation had been limited to the 
amount of money which represented the value of the various 
properties of that corporation, and which has been estimated 
by the Commissioner of Corporations at $630,000,000. Sup- 
pose, now, that the capital had been divided into $315,000,000 
of seven per cent cumulative preferred stock and $315,000,000 
of common stock. After such a readjustment, the value of 
the preferred stock would be considered safe and it would 
probably sell, under normal conditions of interest rates, 
around 130. The common stock would, on this basis of 
capitalization, show average earnings of more than $100,- 
000,000, out of which a 20 per cent, dividend could safely 
be paid out of the profits of the current year. On the basis 
of those industrial stocks which represent a conservative 
capitalization, United States Steel common would sell 
around 200. The effect of enforcing upon the promoters 
of companies such a rule as the one suggested would place 
the securities of these companies, if their management were 
only ordinarily successful, upon an investment basis. Such 
a result, few will deny, would be desirable. 

The expediency of instituting such a drastic change in 
corporation regulations, however, may be seriously ques- 
tioned. In point of security. Standard Oil at 800 was not 
as safe as Pennsylvania at 130. During the second six 
months of 1908, for example, the price of the former fell 
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from 710 to 449, not as a result of any lack of confidence in 
the company, but because of the limited floating supply of 
the stock, and the narrow restriction of its holdings. Penn- 
sylvania stock, on the other hand, equally secure in its 
earnings, fluctuated only 7 J points during the same period. 
It is, to repeat, a question whether any great benefit is 
gained by so limiting capitalization as to make shares of 
stock sell at 600 per cent premium. Nothing is gained in 
security. The investment interest in the company, owing to 
the high price of shares, is likely to be less widely distrib- 
uted, and the fluctuations in value of these high-priced 
stocks are sudden and of great extent. 

It is in the field of public service corporations, railroads, 
street railroads, gas and water companies, that the alleged 
evils of overcapitalization are most serious. "We hear much of 
the watered stock of our railroads, of the overcapitalization 
tax of our municipal monopolies. The organs and instruc- 
tors of the public have labored diligently to fix in the minds 
of the voters the conviction that the overcapitalization of a 
public service corporation results in a tax upon the patrons 
of the monopoly to pay interest and dividends on the watered 
capital. Even if the advocates of this view admit that a rail- 
road or a street railroad company, no matter what its capital- 
ization, will make all they can out of their business, and will 
only regard tlieir debt or the number of shares of their capital 
stock when they come to divide their gains, the critics of 
overcapitalization will still contend that by multiplying 
bonds and stocks, these companies are able to conceal their 
earnings, to keep the public in ignorance of what they 
are making, and in this way to safeguard their ill-gotten 
gains. 

This opinion is erroneous. It is true that in many in- 
stances the stock or bonds of a company have been increased 
in order to keep a more or less supposititious public in ig- 
norance of its real earnings ; or to invoke the aid of the law 
against proposed reductions of rates of charge, on the gi’ound, 
already mentioned, that the enforcement of the new tariffs 
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would result in injury to the innocent investor. This has 
been particularly true of street railway and gas companies;, 
where a uniform charge invites a reduction of rates by act 
of the legislature. This is, at best, however, a recourse of 
doubtful value. If, in the opinion of the court, the public 
policy demands a reduction of charges, the chances are that 
the bondholder will have to take the consequences. 

A holder of stock in the American Sugar Refining Com- 
pany could not successfully plead his ^Wested interest ’^ in^ 
opposition to a proposal to remove, the differential on refined 
sugar; nor could a holder of People’s Gas or Interborough 
Company, have much hope of success in a plea against a reduc- 
tion of his dividends by some act of the municipal legislature. 
As a rule, the public policy will prevail with the court, and 
while care will always be taken to allow a fair return to capi- 
tal, and while the court will be especially careful not to force a 
company into bankruptcy by approving a reduction in rates 
which would make the payment of interest impossible, if it 
came to an issue between public interest and private property, 
the latter must give way. Although such appeals for the 
protection of vested interests have been successfully made, no 
well-informed investor would pay for the bonds — for example, 
of a gas company, where the charges were threatened with a 
reduction by act of the legislature — a price which would ex- 
press his conviction that a court would be influenced by some 
such argument as that described, to declare the reduction 
unconstitutional. Stock watering is no reliable defense 
against legislative attack. 

The question of the reasonableness of rates, from the point 
of view of the investor’s interest, has been frequently raised 
in suits brought to restrain the reduction of rates by railroad 
commissions. The United States Supreme Court, while ad- 
mitting that the investor’s rights should be considered, has 
gone on record as upholding the interests of the public to 
be paramount to any other interest. The most forcible ex- 
pression of this view is contained in the opinion in the Ne 
braska Maximum Freight Rate case : 



152 


CORPOEATION FINANCE 


Tlie rights of the public, said the court, would 
be ignored, if rates for the transportation of persons or 
property on a railroad are exact<^ without reference to 
the fair value of the property ui^ed for the public, or 
the fair value of the services rendered, but in order sim- 
ply that the corporation may meet operating expenses, 
pay the interest on its obligations, and declare a divi- 
dend to stockholders. 

The principles underlying the regulation of the rates and 
prices of Public Service Corporations have been finally settled 
by a line of decisions in the Federal courts. These com- 
panies are entitled^ irrespective of the amount of their debt or 
the number of shares into which their capital stock may be 
divided to a reasonable return on the fair value of their 
property. The leading recent case which illustrates and con- 
firms this principle is that of William R. Willcox, et al, consti- 
tuting the Public Service Commission, etc., of New York, vs. 
The Consolidated Gas Company of New York. This ease was 
decided by the United States Supreme Court on January 
4, 1909. 

The New York legislature and the Gas Commission of 
New York had ordered that after May 1, 1906, eighty cents 
per thousand feet should be the maximum price charged for 
gas in New York City. The Consolidated Gas Company had 
resisted the order, and had obtained from tlie United States 
Circuit Court for the Southern District of New York, an in- 
junction restraining the defendants, who had succeeded to 
the Gas Commission, from enforcing the provisions of the 
act on the ground that the eighty cent rate would not yield 
the Consolidated Gas Company a fair return on the value of 
its property, and that the act establishing that rate was, there- 
fore, in violation of the Federal constitution. It was not con- 
tended that the new rate would reduce the company’s dividend 
rate, but the objection was that the ‘^^net income” would be 
reduced below what was reasonable.” The method em- 
ployed by the Master in Chancery, to whom the case was re- 
ferred for ascertaining the ^^fair value ” of the property of 
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the Consolidated Gas Company^ was to find the cost of repro- 
ducing its physical plant $47,000,000, and to add to this sum 
$12,000,000 as the value of its franchises, its right to do 
business in New York City. This value of franchises was ar- 
rived at by adding to $7,781,000, which the defendant cor- 
poration had paid for these franchises in 1884, the same pro- 
portionate increase that the value of the tangible property 
in 1905 showed over the value in 1884. 

The Supreme Court rejected this method of valuation. 
It accepted the original franchise value of $7,781,000 since 
the Consolidated Gas Company had taken them over at that 
figure. It accepted also the value of $47,000,000 for the 
tangible assets which had been taken by the lower court. 
The Supreme Court, however, rejected the increase in franchise 
value as entitled to any consideration, taking the position that 
the increase in the value of the franchise was due to the high 
rates which had been charged, and that the Company had no 
right to presume that it would be left free to charge these rates 
in the future. The Supreme Court has declared that the 
property of a corporation. on which it is entitled to charge rates 
which will yield it a reasonable return, includes its 'physical 
property at the reproduction value, plus any franchises which 
it may have purchased. It is impossible, in the light of this 
decision, for a stockholder to set up the plea of vested interest 
against a reduction of the rates charged by the company in 
winch he has purchased stock. All that the investor can 
be assured of is a reasonable return on -the ^^fair value of 
the property which his company owns. 9Phe Supreme Court, 
in the same decision, has established a fair rate of return on 
the property of the Consolidated Gas Company. Owing to 
the security of earnings offered by this monopoly, this fair 
rate was declared to be six per cent. Applying the six per 
cent rate to the ascertained value of the ^Hangible property in 
which the Supreme Court made a slight reduction, and allow- 
ing for the increased consumption due to the lower price of 
gas, the eighty cent rate, it was found, would yield a net rev- 
enue of at least six per cent on the fair value of the property. 



154 


CORPOEATION FINANCE 


In the Minnesota Rate Cases, the Circuit Court accepted 
the cost of reproduction as the method of determining the 
fair value of the property, and applied to this a seven per 
cent rate as that to which an investor in the railway busi- 
ness-more hazardous than the business of supplying gas 
in a large city— wms properly entitled. 

Jn neither ease were the rights of the stockholders to 
receive a given rate of dividends on their stock regarded by 
the court. The stockholder has no right to dividends which 
can be pleaded against the public interest. The corporation, 
as distinct from its creditors and stockholders, has a right to 
a reasonable return on the fair value of its property em- 
ployed in the public service. The income which represents 
this reasonable return the company can divide according to 
its pleasure. If, for example, the fair value of a railroad 
company's property is $100,000,000, a reasonable return 
would be $7,000,000. Assuming an equal division of the 
capitalization between stock and bonds, and that the bonds 
bear four and one half per cent interest, $2,250,000 would 
be devoted to interest and $4,750,000 to dividends, or at 
the rate of 9.5 per cent on the stock. Now, the company 
might double its stock capital, raising it to $100,000,000 
and on this it could pay 4.25 per cent, or it might cut its 
stock capital in two, reducing it to $25,000,000, on which 
the dividend would be nineteen per cent. This apportion- 
ment of the company's income would be no concern of the 
courts, although the Public Service Coirimission of a state 
might exercise authority over it, as in New York and Wis- 
consin, or the Intei'state Commerce Commission under the 
Esch-Cummins Act, by which issues of capital are closely 
restricted. All that the Federal courts are concerned to 
do, however, is to protect the public against exorbitant 
charges, to limit the income of public service corporations 
to what is fair and reasonable Questions of capitalization, 
over or under, as the ease may be, do not concern them. 

Public opinion will not permit stock watering by public sei'- 
vice corporations. The report of the Hadley Commission eon- 
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tains the following statement of principle which^, however we 
may individually dissent from it, we must recognize is, in fact, 
almost the law of the land, so firmly is it bedded in public 
opinion.^ 

Scrip, bond and stock dividends should be pro- 
hibited. They are commonly justified on the theory 
that the company has in times past put earnings into 
the property which it might have divided among the 
stockholders, and that the scrip dividend merely reim- 
burses the stockholders for what they have put into the 
road. But these sums were put in, either to make de- 
preciation and obsolescence good, or as actual additions 
to the property. In the former case the capital account 
ought not to be increased. In the latter case any such 
increase gives color to the claim that the shippers have 
been taxed to pay for the improvement of the prop- 
erty, and that the stockholders have appropriated the 
result. .. it is far better to let the increased value be 
shown by a higher rate of dividends on the existing 
shares of stock, instead of by -an addition to their nom- 
inal amount. 

This conclusion, as we shall see in a subsequent chapter, 
is not only sound public policy, but it is sound finance. The 
best companies in every line have largely abandoned the prac- 
tice of stock watering. It is fraught with danger to the com- 
pany, and if the practice is applied to the stock of a large 
corporation prominently before the public, a stock or scrip 
dividend is likely to excite unfavorable comment. As we shall 
see, there are other methods, until now not subject to criti- 
cism, of favoring the stockholders in the issue of new shares 
of capital stock. 

* Report of the Railroad Securities Commission, December 8, 1911, 

p.20. 
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UNDERWRITING 

Nearly all public flotations require the aid of the un- 
derwriter. The niiderwriter^ as his name implies, insures or 
guarantees the sale of securities within a certain time at a 
price sufficiently below the anticipated market price to insure 
a profit to the guarantor. It is a matter of indifference to 
the corporation whether its securities are sold outright or 
whether a responsible syndicate guarantees the sale. In either 
case, the money necessary is provided at once by the bankers, 
who must look to the sale of the securities which they have 
underwritten or purchased, for their reimbursement. 

In underwriting* the securities of a new company, or in 
purchasing them oxxtright, the banker who undertakes the 
responsibility of the transaction usually associates with him- 
self a number of other individuals and banking houses in an 
organization known as an underwriting or subscription syn- 
dicate. The difference between underwriting and subscrip- 
tion is that in underwriting the securities underwritten by 
the banker are offered for sale by the corporation through 
the banker, and in subscription, the securities are purchased 
by the banker and offered by him to liis own customers as 
sound investments. In either case, the association which is 
formed to assist him in carrying out his contract with the 
corporation is substantially identical, and the two forms of 
syndicate underwriting and subscription can be considered 
together. 

The underwriting sjmdicate is a voluntary and temporary 
association of individuals or firms or corporations which is 
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formed by a syndicate manager, usually a banking firm, to 
assist them in guaranteeing the sale of, or in purchasing an 
issue of stocks or bonds. The steps in the organization of 
the syndicate are as follows : 

The original contract is made between the banker and 
the corporation, by which the banker agrees to either pur- 
chase certain securities at a price, or to guarantee their sale 
within a certain time, at a certain price. The corporation 
usually knows no one but the syndicate manager in the trans- 
action, and looks only to him for the fulfillment of the agree- 
ment. The fact that the banker associates others with him- 
self in the transaction, in an underwriting s}Tidicate, is a 
matter of no concern to the corporation, although the mem- 
bers of the syndicate may be asked, with the consent of the 
corporation, to directly assume a share of the syndicate man- 
ager's liabilities. 

While the syndicate manager may be a very strong bank- 
ing firm, such as J. P. Morgan & Company; Kuhn, Loeb & 
Company, and may be able to guarantee the flotation of a 
very large issue of securities, it is usually advantageous to 
organize a syndicate. Most banking houses have a definite 
policy which regulates the amount of capital which they will 
allot to a particular enterprise. The house, for example, 
with a capital of $10,000,000 may have a rule that it will 
not invest more than $1,000,000 in any one undertaking, so 
that any losses which it may sustain by unsuccessful invest- 
ments may be offset by the profits of those which have been 
profitable. When, therefore, this banking house makes an 
agreement to underwrite $10,000,000 of bonds or preferred 
stock, unless it departs from its established policy of dividing 
its risks, it must add to its capital the capital of its friends. 

By admitting other bankers with wide connections and 
large numbers of clients to share in the profits of its sub- 
iscription, a banking house obtains a broad market for the 
securities which it has for sale and by adopting this policy 
in all its undertakings it makes sure of quicker returns. 
The necessity of securing a broad market for bonds or stocks 
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is sometimes recognized in the original contract between the 
corporation and the bankers by a joint agreement between 
several banking houses so situated as to connnancl invest- 
ment funds in different parts of the country. A recent bond 
issue of the limerican Telephone Company, for example, was 
taken by J. P. Morgan & Company; Kuhn, Loeb & Company ; 
Kidder, Peabody & Company, of Kew York, and Baring 
Brothers, of London. Ordinarily, the subscription would 
have been offered to a New England banking house, but the 
New England market was unable to absorb more telephone 
securities and a broader market was required, to obtain which 
the cooperation of New York and London houses w^as enlisted. 

An Eastern house, undertaking the underwriting or pur- 
chase of bonds of a Western enterprise, associates with itself, 
if possible, Western bankers whose clients are likely to be 
familiar with the enterprise. The syndicate is organized as fol- 
lows : A contract is made between the Pennsylvania Eailroad 
Company and Spej^er & Company. The head of the banking 
house communicates with a number of firms and individuals 
with whom they have cooperated in the past. If, as in the 
ease cited, Speyer & Company have agreed to guarantee the 
sale of $75,000,000 of stock of the Pennsylvania Eailroad 
Company at 120 in return for a commission of $2,250,000, 
they will recite tliese facts in their communications to those 
whom tliey wisli to join in the syndicate, and they will ask 
each one to indicate by return mail or telegrapli, the amount 
of participation in the syndicate, wdiich Speyer & Company 
state they propose to form, which he desires. One house 
will ask for $1,000,000, another house for $5,000,000, an- 
other house for $500,000, and so on. Very few will decline 
because, to refuse to participate in a syndicate when re- 
quested by a house of the standing of Speyer & Company, 
may result in excluding the banker from participation in 
any new syndicate, and may also cost him the cooperation 
of Speyer & Company in his owm undertakings. After the 
replies have all been received, the amounts are summed up 
and either one of two results may be disclosed. The applica- 
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tions for participation in the syndicate may exceed the 
amount of securities which have been underwritten or pur- 
chasedj and they may be below the required amount. In the 
second place, unless the deficiency is considerable, the plans 
of the syndicate manager are not disarranged, since he ex- 
pected to take a certain amount of participation in the 
syndicate himself. It may also be necessary, in -case his 
request for applications does not meet with a cordial response, 
for him to assume a much larger part of the responsibility 
than he originally intended. For the most part, however, 
this contingency is guarded against by offering participations 
in the syndicate to such a large number of important houses 
and financiers as to make it unlikely that the combined sub- 
scriptions will be below the amount which the syndicate 
manager considers necessary. In most cases the amount 
will be largely oversubscribed. He may require only $75,- 
000,000, and the sum of his applications to participate in 
the syndicate may be $150,000,000. 

It is now necessary for the syndicate manager to allot 
these subscriptions. Since this is an association somewhat 
resembling the corporation, in w’hich the liability of the par- 
ticipants is limited to the amounts of their subscriptions, it 
might be supposed that everyone would stand on the same 
footing, just as when subscriptions to the stock of a corpo- 
ration are made. In this case, if the subscriptions are twice 
the amount necessary, each subscriber will expect to receive 
one half of the amount subscribed for. 

With the underwriting or subscription sjmdicate, how- 
ever, the procedure is different. This voluntary association 
or temporary corporation, which is in process of organization 
by the syndicate manager, is for his individual benefit. It 
is a business enterprise which he is promoting. While he 
requires the members of his syndicate to indicate how much 
of a participation they desire, he does not guarantee to give 
them all they ask for. He makes his allotment according to 
his understanding of his own advantage, and he considers 
nothing but his own interest, and the interest of the corpora- 
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tion for whose financial affairs he is temporarily responsible. 
He may assign one applicant 100 per cent of his application^ 
another fifty per cent, another ten per cent, and another five 
per cent. No member of the syndicate is likely to be in- 
formed by the syndicate manager, although he may easily 
learn from members direct, how much allotment another 
member has received. * 

The principles which govern this allotment, looking at 
it from the standpoint of the syndicate manager, are as fol- 
lows : In the first place, he wishes the flotation to be a success, 
and he makes his allotment with this object principally in 
view. A particular kind of securities will, in his judgment, 
find a ready market in Cleveland. He will allot the full 
amount of their applications to Cleveland bankers. If a flota- 
tion of a similar character has failed in Baltimore, Balti- 
more bankers will have to be content with a small share of 
their applications. 

On the .other hand, individual financiers who were not 
able to assist in marketing the bonds, or applicants for 
small amounts may receive only small percentages of allot- 
ment. The syndicate manager expects to be in business for 
many years; lie wishes to participate in underwriting syndi- 
cates managed by other bankers. When he receives an 
application from a banker who is himself a manager of syn- 
dicates, lie will give that banker what lie asks for, vsince other- 
wise he miglit himself lie cut off from some profitable par- 
ticipation in the future. Participations in syndicates, in 
other words, are allotted for the sake of securing participa- 
tions in other syndicates. A banker makes his allotments to 
cultivate business good-will with the banks and trust com- 
panies from which he may wish to borrow money, and in 
every way possible to strengthen his position and influence 
by the disposition of the allotments which are entirely in his 
hands. 

After the syndicate manager has decided upon the allot- 
ments, he sends to each subscriber a copy of the syndicate 
agreement which the subscriber signs, and opposite to his 
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name places the amount of his allotment. The subscriber is 
then bound by the conditions of the agreement^ up tO;, but 
no further than the amount for which he has subscribed. 
ProYisions usually found in underwriting agreements are as 
follows : 

Pirstj the subscriber agrees to take and pay for the amount 
of securities for which he has subscribed when called upon by 
the syndicate manager, and this agreement may be enforced 
against him in the usual manner by a suit at law. 

Second, he a.grees that the syndicate manager shall have 
entire charge of the marketing of the bonds or stock, that 
he may make any and all contracts and incur any expenses 
necessary to secure their sale, and that all these charges and 
expenses shall be a first claim upon the profits of the s}m- 
dicate. An illustration of the large discretion given to the 
sjndicate manager is taken from the agreement between 
Speyer & Company and the members of the syndicate which 
underwrote the $75,000,000 stock issue of the Pennsylvania. 
This agreement provided in part as follows: 

The managers may from time to time in their dis- 
cretion purchase upon the markets shares of stock of 
the railroad, or rights to subscribe for stock, and in 
case of any such purchases the syndicate obligation 
shall be increased by the amount thereof, and the 
obligation of each subscriber shall be increased pro- 
portionately, provided, however, that the aggregate 
syndicate obligation shall not at any time be increased 
by such purchases by an amount exceeding ten per 
cent of the aggregate subscription price of th^ stock 
offered to the stockholders. 

The syndicate subscribers appoint the syndicate 
managers their agents and attorneys, with full power 
to do any and all acts expedient to perform the agree- 
ment, including the repurchase and resale from time 
to time for the account of the syndicate of any stock 
or rights which may have been sold for account of the 
syndicate, and generally such transactions in shares 
and rights as they may deem best. 

The syndicate is to continue in force until J anuary 
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1, 1904, Imt tlie managers may terminate it at any 
time cm notiee. 

Any shares or subscription rights received by the 
managers may from time to time be sold at public 
or private sale at such prices as the managers may 
deem proper. 

In case the managers shall distribute among the 
subscribers any stock or rights during the existence of 
the syndicate, it shall be held by the respective sub- 
scribers subject to the delivery to the syndicate man- 
agers upon demand, and no subscriber shall prior to 
the termination of the syndicate sell or contract for 
the sale of any of the syndicate stock or rights. 

Third, it is usually, although not invariably, agreed that 
the syndicate manager shall assign to the members of the 
syndicate a certain percentage of the profits on the trans- 
action. The remainder, sometimes one fifth, sometimes a 
smaller amount, is reserved as his own profit. 

Eourth, the syndicate manager also reserves the right to 
participate, up to the amount of his reservation for himself, 
as a regular member of the syndicate. 

Fifth, any member of the syndicate may, at any time 
during its life, withdraw any of the securities at the price 
named in his subscription. 

Sixth, it may be provided that he may assign a portion 
or all of his responsibility to the syndicate manager or others, 
and that, with the consent of the syndicate manager, he may, 
in this manner, be relieved of his responsibility. 

Seventh, it may be provided that the members of the 
syndicate are to cooperate with the syndicate manager in bor- 
rowing a portion of the price of the securities underwritten or 
subscribed for, from banks, in which case their participation 
may be put in the form of a negotiable instrument so that the 
syndicate manager can assign it as additional security. 

Eightli, the syndicate manager agi^ees to be responsible 
for good faith in the management of the syndicate, and in 
the distribution of profits, and for nothing else. 

The terms of the underwriting agreement carry out the 
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idea that this is the private enterprise of the syndicate man- 
ager, which the members enter on the terms which he pre- 
scribeSj and which leaves him absolute control of all the 
transactions necessary to carry out the purposes of the s}Tidi-* 
cate. His associates in the syndicate place the whole manage- 
ment in his hands. He may make or modify contracts in 
; the interest of the syndicate; he may incur such expenses as 

I he deems necessary; he may buy or sell the securities on the 

I market, and he is frequently authorized to hypothecate the 

subscriptions of the members to provide the funds nec- 
essary for his advances to the company. 

A common feature of large syndicate transactions is the 
organization of sub-syndicates. These differ in no essential 
respect from the ordinary syndicate. They are divisions of the 
f responsibility apportioned by members of the syndicate among 

? their own friends on much the same terms and conditions 

. as those to which they have subscribed in the original S 3 mdi- 

cate agreement. It often happens that a man will request a 
larger amount of participation in a s^mdicate than he expects 
to carry, so that he may admit some of his friends to share 
I in his expected profits, or he may become doubtful of the 

I outcome of the syndicate, and may wish to dispose of a part 

or all of his responsibility to others. As a rule, the s}TLdicate 
manager does not know the members ot the sub-syndicate 
any more than the corporation knows the members of the 
original syndicate. The ramifications of these sub-syndicates 
may be very extensive. The first United States Steel Under- 
I writing Syndicate, which involved $200,000,000, for example, 

it was understood, was shared in by almost every financier 
of any importance in the United States. 

After the syndicate has been organized, the syndicate 
manager usually makes a call upon the members for a certain 
percentage, soften twenty-five per cent of their subscriptions. 
This must be paid in cash. With these subscriptions as a 
basis, he borrows the balance of the amount necessary from 
banks and trust companies which may themselves be inter- 
ested in the syndicate, and therefore disposed to assist him. 
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These loans he may make on his own securityj with the 
pledge of the bonds or stocks which he has underwritten or 
pnrchased, on the certificates representing these securities; 
or he may; as above described., pledge in addition the respon- 
gibility of the members of his syndicate. He then sells the 
stocks or bonds by the ordinary methods employed in market- 
ing securities, direct to the investor, indirectly through fiscal 
agents, and also by utilizing the various stock exchanges on 
wliicli the securities are listed. The members of the syndicate 
may act as his agents and sell on commission. 

The syndicate is organized for a certain term. At the 
end of that term, if the securities are not sold, two alter- 
natives are open, either the syndicate can be extended, in 
which case the securities remain in the hands of the syndicate 
manager, and the loans wdiicli he has made to supply, the 
oash to the corporation are renewed, or the syndicate is dis- 
solved. The proceeds of the securities which have been sold 
are then applied to paying any loans which may have been 
incurred, and the unsold securities are distributed to the 
members of the syndicate, according to their several partici- 
pations, paxmient being made in cash. It is customary to 
make at least one extension of a syndicate wliicli has not 
been successful during its original term, and in some cases 
iSyndicates have been extended several times. 

Tlie metliod of dissolving a syndicate is illustrated by 
the following letter, addressed by J. P. Morgan & Company, 
managers of the syndicate which guarani ecnl the preferred 
iStoek conversion plan of the United States Steel Corporation, 
io the syndicate members. 

PEEFEEEEI) STOCK EETIEEMENT 
SYNDICATE— FINAL NOTICE ■ 

Dear Sir: Eef erring to our circular letter of Sept. 

14, 1903, we beg to inform you that we shall be pre- 
pared to ,close the syndicate account on May 17, 1904. 

Your subscription to the syndicate was for $3,750 
.bonds, of which amount 80 per cent was payable in 
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preferred stock and 20 per cent in cash at par and 
interest. 

Having delivered to you on Oct. 1, 1903, a portion 
of the bonds payable in preferred stock, there remains 
still to be delivered to you the balance of such bonds, 
amounting to $1,000 bonds, ex-matured coupons, ac- 
counted for below : 

On Oct. 1, 1903, we called from you 25 
per cent of your cash subscription, 
leaving still due from you 75 per 
cent of such cash subscription, 
which, with accrued interest to May 

17, amounts to $56418 

Tour share of the amount standing to 
the credit of the syndicate on May 
17, 1904, including interest at 5 
per cent per annum on the portion 
of cash subscription paid Oct. 1, 

1903, will be $325.50 

To which is added the amount of cou- 
pons due Nov. 1, 1903 (7 months), 
and May 1, 1904, on the undelivered 


portion of bonds payable in pre- 
ferred stock mentioned above. . . . 54.18 379.68 


This leaves a balance due from you in 
final settlement of $184,50 


for which kindly hand us your check on Tuesday, 

May 17, 1904, upon receipt of which and upon sur- 
render of your certificate of participation, properly 
indorsed, we shall be prepared to deliver to you all 
the bonds subscribed for by you in cash, together with 
the balance of the bonds payable in preferred stock, 
as stated above, making total delivery to you at that 
time of $1,750 bonds. Fractional amounts of bonds 
will be adjusted in cash. 

(Signed) J. P. Morgan & Co. 

The syndicate manager may not have chosen to carry on 
the operation with the proceeds of loans, and may have called 
upon the members of the syndicate to pay up the full amount 
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of their participations before the term of the syndicate has 
expired. In this case;, since they have all paid for the secur- 
ities;, the dissolution of the syndicate involves merely the 
distribution of the unsold securities among the members. 

In settling the affairs of an underwriting syndicate, the 
syndicate manager renders no accounting to the members, 
nor is any accounting asked for. The transaction is based 
upon good faith, and legal guarantees are not required. 
There is no instance on record where a banking house of 
good reputation was sued for an accounting by members of 
a syndicate which it had organized. If crookedness or sharp 
dealing were attempted by a syndicate manager, even though 
he renders no accounting, the fact would soon become knowm, 
and would make it impossible for him to secure participa- 
tion in future syndicates. Thus the accounting is really not 
necessary in order to insure fair dealing. Furthermore, if 
any member of a syndicate fails to pay for his bonds as 
requested, no proceedings are instituted against him by the 
syndicate manager. He is simply dropped from the man- 
agers list, and it may be difficult for him to obtain financial 
assistance or an opportunity to participate in profitable finan- 
cial operations in the future. Instances of such failure are, 
however, rare. Tim consequences to a man’s reputation are 
serious, and syndicate members will strain every resource, 
and will dispose of their participations even at a heavy sacri- 
fice, in order to make good their word to the syndicate 
manager. 

Participations in underwriting and subscription sjmdi- 
cates are sometimes very profitable. If market conditions are 
auspicious, it frequently happens that the entire issue of se- 
curities may be sold to tlie public before any calls are made 
upon the subscriber. Usually, however, a portion of the 
subscription is called, but if the syndicate is successful, only 
one call is likely to be made. The syndicate which subscribed 
$200,000,000 to assist in the flotation of the United States 
Steel Corporation, paid in $25,000,000 and received back 
$65,000,000. On the other han^, the security markets may 
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be uiifavorable, owing to stringent money markets, or to 
distrust of some classes of investments, and syndicates may 
be left with large amounts on their hands which their 
members must carry, sometimes for years, before they can 
dispose of them at a profits 


1 Underwriting is not limited to tlie purchase of securities. Any 
financial transaction may be underwritten or insured. For example, 
an exchange of bonds for stock, or stock for bonds, or the payment 
of an assessment on stock or bonds in reorganizations. 
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THE DETERMINATION OP PROFITS 

The financing of the new corporation has now been 
finished. The money for the construction of its plant, and 
its working capital has been paid in. Its plant has been 
completed; its organization assembled; and it is a going” 
concern. We have now to consider the methods by which 
its profits are determined. The Corporation Income and 
Excess Profits Tax make it necessary for every business, 
no matter under what form it may be conducted, to deter- 
mine its profits. Failure to make proper returns subjects 
the delinquent to severe penalties. 

Of special importance, however, to the corporation is 
the accurate determination of profits from the standpoint 
of financial management. The partnership, or the private 
corporation whose owners are in close touch with its affairs, 
may tolerate a degree of laxity in the determination of 
profits. If profits are overestimated and the business is 
too rapidly expanded, it may be possible, by economizing 
and contracting the scale of operations, to regain a firm 
position. Private corporations and partnerships, more- 
over, grow out of earnings. They do not appeal to the 
body of investors, as the public corporation is forced 
to do, for funds with which to enlarge their business. 
Their stocks and bonds are not dealt in on the public 
exchanges. 
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The stocks and bonds of public corporations which ap- 
peal to the investor to provide them capital, are widely 
held by institutions and individuals "who draw income 
from these securities. This interest should be regularly 
paid, and dividends should be distributed without serious 
and sudden changes in their rates. These regular pay- 
ments can only be counted on if the fund out of which 
they are to be made is exactly determined. The securities 
of public corporations, moreover, are usually listed on the 
exchanges, and are bought and sold every day. A free 
market for their securities is of great importance to cor- 
porations. They are enabled, by this means, to obtain, 
from time to time, additional sums of money for the en- 
largement of their business. A primary essential to a free 
market is accurate information concerning the financial 
status of the companies issuing these securities. Corpora- 
tion stocks and bonds are deposited in enormous amounts 
with banks and trust companies as collateral for loans, and 
the bank cannot lend intelligently, unless it is placed in 
the possession of all essential information concerning the 
affairs of the enterprise. 

It is not merely necessary that their profits should be 
accurately determined by public corporations, but it is 
equally essential that they should be stated in simple and 
intelligible form, so that the investor and the banker can, 
without difficulty, reach an accurate conclusion as to their 
earning power and financial condition. For a long time, 
American railway companies did not recognize the neces- 
sity of making such statements of assets and earnings, and 
their stocks were the objects of speculation which always 
thrives upon uncertainty. This condition has long since 
passed away. The reports of our railroad companies, even 
before the law compelled them to make an accurate deter- 
mination of their profits and a full statement of their 
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financial condition, leave little to be desired. The indus- 
trial corporations are more remiss in making statements 
of their condition. Until the United States Steel Corpora- 
tion set the example by publishing what is, probably, the 
most satisfactory report of any of the large industrials, 
officials of these corporations generally refused to give in- 
formation, on the ground that disclosure of tlie condition 
of their business would give an advantage to their competi- 
tors. In time, however, this aversion to revealing the con- 
dition of their affairs was worn away by the necessity of 
obtaining a broad market for their securities, which could 
not be had without some information upon which the in- 
vestor could base his judgment. The reports of industrial 
corporations are still, as a class, far from being as complete 
as the reports of the railroads. Street railway and public 
service corporations generally give even more meager in- 
formation than do the industrials. Steady improvement 
in the direction of publicity is, however, everywhere evi- 
dent. Even if the laws do not intervene to compel full 
statements of income and expenditures, assets and liabili- 
ties, the force of financial opinion may be relied upon to 
accomplish this result. 

It is not necessary, as corporation officials have feared, 
that the amount of information which is necessary to ac- 
quaint the investor with the financial condition of the 
property in which he is interested should involve the dis- 
closure of the secrets of the business. This may be illus- 
trated by an instance related by a public accountant, 
which shows the possibility of harmonizing publicity for 
the investor with secrecy as to essential details with which 
the investor had no legitimate concern. The accountant 
was engaged to make a report on a newspaper property 
which was about to be sold by order of the court. The 
report was especially full and detailed, but not sufficiently 
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explicit to suit certain persons, who requested information 
as to the returns from advertising and the amount paid 
for salaries. The Master in Chancery refused to allow this 
information to be given on the ground that the competitors 
would discover the secrets of the business. The accountant 
pointed out, however, that presenting merely the totals, 
without mentioning individual items, this danger could be 
avoided, and at the same time the investor could be fully 
informed. The competitors of this paper could not^have 
profited from information as to the aggregate salaries paid 
or the total amount of advertising receipts. What they 
were concerned to discover, was the amount paid to certain 
individuals on the staff, and the terms of particular adver- 
tising contracts. This information, however, would have 
been of no assistance to the investor, and could easily have 
been dispensed with. 

Eecognizing the necessity, from the standpoint of the 
public corporation, that its profits should be exactly ascer- 
tained, and that clear and intelligible statements of its con- 
dition should be made, we proceed to consider the methods 
by which the determination of profits is accomplished. The 
profits of a corporation may be defined as the increase in 
the net worth of a corporation over a given period. The 
net or present worth of a business consists of the difference 
between assets and liabilities. In a manufacturing concern, 
the statement of assets and liabilities of a given year might 
be as follows on January 1st; 


Assets 

Plant $1,000,000 

Accounts receivable . . . 500,000 

Materials and supplies 300,000 

Cash 250,000 


$2,050,000 


Liabilities 

Capital stock $100,000 

Bonds secured by mort- 
gage 500,000 

Pay-rolls, vouchers, etc. . 200,000 

Surplus 1,250,000 


$2,050,000 
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On December 31st of the same year, if the business had 
been prosperously conducted, and no withdrawals had been 
made, the statement might be as follows: 

Assets Liabilities 

Plant $1,250,000 Capital stock $200,000 

Accounts receivable . . . 600,000 Bonds 500,000 

Materials and supplies 400,000 Pay-rolls, vouchers, etc.. 350,000 

Cash 350,000 Net present worth. .... 1,550,000 

$2,600,000 $2,600,000 

♦ 

The results of this comparison would show in the fol- 
lowing table of differences: 


Net present worth, January 1st $1,250,000 

“ December 31st 1,550,000 

Increase $300,000 


It appears that the net present worth, the difference be- 
tween assets and liabilities, usually called the ‘^surplus,’’ 
has increased $300,000 during the year. The company has 
succeeded in increasing its assets over the increase in its 
liabilities by this amount. During the year, however, vari- 
ous payments will have usually been made on account of 
interest and dividends. The amount of these payments 
must be added to the increase in surplus in order to ascer- 
tain the profits of the year. 

The profits of a business are expressed in the following 
form which is used by the International Harvester Com- 
pany to express the results of its business during 1908 : 


1908 

Total sales .$72,541,771 

Manufacturing and distributing cost 59,615,222 


Net earnings from operation .$12,926,549 

Miscellaneous income 524,598 
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Total income $13,451,147 

Administrative and general expenses 520,769 

ISTet income $12,930,378 

Charges : 

Total deductions $4,044,695 

Net profits $8,885,683 

Dividends 4,200,000 

Undivided profits $4,685,683 

Previous surplus 12,006,306 


This form, with unimportant modifications, is used by 
every corporation which makes any report of its condition. 
We start with gross earnings, the product of sales or com- 
modities, services or contracts, according as the business is 
a manufacturing or jobbing company or a bank or insur- 
ance company. From the gross earnings of the Interna- 
tional Harvester Company for 1908 these sales were $72,- 
541,771. From these gross earnings are deducted the cost 
of running the business, maintaining the plant, and selling 
the product. For the International Harvester Company, 
this amount was $59,615,222. The difference between the 
receipts and the payments represents the net earnings from 
operation, • in the above statement, $12,926,549. To this 
amount must be added items grouped under the head of 
the product. For the International Harvester Company, 
this ‘-other income” was comparatively small, only $524,- 
598, leaving total income at $13,451,147. This company 
next deducts administrative and general expenses before 
arriving at the balance of net income. It is a common 
practice to include administrative and general expenses 
with operating expenses. Making this last deduction, we 
arrive at the total net income of the International Har- 
vester Company — $12,930,378. This represents the com- 
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bined earnings and income of tbe business during the 
calendar year ending December 31, 1908. 

Various claimants now appear to this income. First 
comes the state which receives taxes ; then the creditor with 
his demand for interest and sinking funds; then the cor- 
poration demanding that its plant shall be fully main- 
tained, and that provision shall be made against the day 
when it is worn out ; also asking money for insurance and 
losses incident to the conduct of the business. There is also 
the claim of the owner of property which the corporation 
holds under lease, known as rentals. These deductions, 
added together, make the total deductions’’ by the Inter- 
national Harvester Company from income, before the 
owners can draw anything from the business, $4,044,695. 
Deducting this amount from the net income, there was a 
balance available for distribution to stockholders of $8,885,- 
683. This company had $120,000,000 of capital stock 
equally divided between preferred and common stock. 
The preferred stock paid seven per cent dividends and 
the dividend was cumulative. It is necessary, if the profits 
permit, that dividends on the preferred stock should be 
paid. Seven per cent on $60,000,000 of preferred stock 
calls for a distribution of $4,200,000, leaving $4,685,683 
for the common stock. The directors of the International 
Harvester Company had recently declared a dividend on 
the common stock. At the date of this report, however, 
the business needed money for its development ,* it was not 
deemed wise to pay any common dividend, and the un- 
divided profits, amounting to $4,685,683, were retained in 
the business. This amount was now transferred from the 
income account to the surplus account, increasing the ex- 
cess of assets over liabilities from $12,006,306 to $16,- 
691,989. 

This addition to the surplus was accomplished by an 
increase in certain assets of the company and a decrease in 
certain liabilities which appear in the following table: 
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Assets 

1908 

1907 

Property afieount 

$63,680,776 

189,683 

400,832 

33,854,933 

13,832,1231 

25,471,132 

10,840,098 

9,339,055 

$157,608,632 

$62,844,136 

285,288 

Deferred charges to operations 

Tiistirance fund assets 

finished products, raw material, ete. 

Material, purchased for current season . . . 

Farmers’ and agents’ notes 

Accounts receivable less contingent reserve 
Cash 

35,140,416 

15,147,210 

26,583,001 

12,708,509 

3,573,894 

$156,282,454 

Total 1 


Liabilities 



Preferred stock 

$60,000,000 

60,000,000 

$60,000,000 

60,000,000 

3,450,195 

10,465,775 

4,543,443 

1,050,000 

4,766,734 

12,006,307 

Common stock 

Purchase money obligations 

Bills payable 

8,286,664 

4,729,387 

1,050,000 

6,850,540 

16,692,041 

Audited vouchers, accrued interest, taxes, 
etc 

Preferred dividend payable 

Reserves 

Surplus 

Total 

$157,608,632 

$156,282,454 


The balance sheet surplus represents the accumulations of 
undistributed profits over a series of years. It may, in 
turn, be distributed by a readjustment of the capitalization 
according to methods which will be discussed in a later 
chapter. 

Having now defined the surplus of a eorporatioUj we 
have next to examine the sources from which these profits 
are derived. We find these to be as follows: 

First, income arising directly from the company’s busi- 
ness. 

Second, premiums on the sale of stocks and bonds of 
the company. 

Third, profits arising from the sale of other assets of the 
company no longer needed for its business. 

Fourth, profits arising from a revaluation of the com- 
pany’s property. 
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We have now to consider these sources of profits from 
the standpoint of an accurate determination of their sev- 
eral accounts. Gross earnings represent the receipts from 
the sale of services, contracts, or commodities. These re- 
ceipts are in the form either of cash or of promises to pay 
cash. In ascertaining their amount, it is necessary to ex- 
clude all items such as rebates to customers and cash dis- 
counts. When the business is carried on among several 
departments or sub-companies, ail sales between depart- 
ments or subsidiary companies should also be excluded. It 
is also necessary to exclude all bad or doubtful debts and 
accounts. 

Operating expenses are divided into two general classes : 
expenses incurred in operating the plant; and expenses in- 
curred in keeping the plant in good condition. A railroad 
company divides its operating expenses into five classes, 
namely, maintenance of way and structures ; maintenance 
of equipment; conducting transportation, traffic, and gen- 
eral expenses. The nature of these expenses may be under- 
stood from some of the items under each classification. The 
largest items under maintenance of way and structure are 
track maintenance, road cleaning and ballasting, rails, ties, 
buildings and grounds and track material. Under main- 
tenance of eqxiipment, the largest items are repairs of 
locomotives, repairs of passenger and freight cars, and 
repairs of tools and machinery. Under conducting trans- 
portation, we find the following principal items : 

Station service, 

Eoad men, 

Road enginemen and firemen, 

Fuel for locomotives. 

Engine house men, 

Trainmen, 

Telephone and telegraph. 

The general expenses and the traffic expenses consist mainly 
of salaries paid to employees and officials. 

We have here illustrated the essential distinction be- 
tween the cost of running the road and the cost of main- 
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taining it. All those expenses involved in obtaining freight 
and passengers, in receiving and caring for them, in trans- 
porting and delivering them in safety to their destination, 
are classed under the head of traffic and conducting trans- 
portation. Those expenses, on the other hand, which result 
in keeping the plant of the railway, its track, bridges, 
stations, ears, locomotives, round houses, repair shops, in 
good condition and in efficient working order, are classed 
under maintenance expenses, and, for purposes of con- 
venience in raihvay accounting, are divided into Main- 
tenance of Way and Structure, and Maintenance of Equip- 
ment. 

The cost of operation-~in the railway field, the cost of 
conducting transportation — need not further concern us. 
Its principles vary with every industry, and have no spe- 
cial significance for the subject of corporation finance. 
The cost of maintenance, however, is a division of operating 
expenses in which rules and . principles have been devel- 
oped of general application, and of peculiar importance 
in interpreting the financial operations of public corpora- 
tions. 

The maintenance of physical property involves the fol- 
lowing: First, the establishment of certain standards of 
physical condition wffiich may be either printed in books of 
rules or may exist only in the minds of foremen and super- 
intendents ; second^ the expenditure of money on labor, ap- 
pliances and materials in order to keep the property in a 
condition corresponding to this standard. A standard, for 
example, for a railway track is a description of the track 
and roadway as it ought to be, in other wmrds, an ideal 
wdiich the Maintenance of "Way Department is constantly 
striving to attain, but which, while they may never fall 
far below, they never quite reach. The accompanying dia- 
gram gives in cross section the standard roadbed adopted 
by the Pennsylvania Railroad. This diagram represents 
the condition of the roadbed as it should be if it is to be 
preserved at its highest efficiency. This diagram is supple- 





THE DETERMINATION OF PROFITS 179 


mented and explained by specifications wbicb furnish de- 
tailed direction to the Maintenance of Way Department as 
to the methods which must be followed in keeping the 
track in repair. Some typical specifications are as follows : 

1. Roadbed, The surface of the roadbed should be 
graded to a regular and uniform subgrade, sloping 
gradually from the centre toward the ditches. 

2. Ballast, There shall be a uniform depth of six 
(6) to twelve (12) inches of well-broken stone, or 
gravel, cleaned from dust, by passing over a screen of 
one-quarter-inch mesh, spread over the roadbed, and 
surfaced to a true grade, upon which the ties are to 
be laid. After the ties and rails have been properly 
laid and surfaced, the ballast must be filled up as 
shown on standard plan; and also between the main 
tracks and sidings where stone ballast is used. All 
stone ballast to be of uniform size; the stone used 
must be of an approved quality, broken uniform- 
ly, not larger than a cube that will pass through a 
two-inch ring. On embankments that are not well 
settled, the surface of the roadbed shall be brought 
up with cinder, gravel, or some other suitable material. 

3. Cross-ties. The ties are to be regularly placed 
upon the ballast. They must be properly and evenly 
placed, with ten (10) inches between the edges of bear- 
ing surfaces at joints, with intermediate ties evenly 
spaced; and the ends on the outside on double track, 
and on the right-hand side going north or west on 
single track, lined up parallel with the rails. The 
ties must not be notched under any circumstances; 
but, should they be twisted, they must be made true 
with the adze, that the rails may have an even bear- 
ing over the whole breadth of the^tie. For all tracks 
on main line and branch roads, the rules governing 
the use of cross-ties shall be as follows : 

a. First-class cross-ties shall be used in tracks where 
passenger and freight, trains run at full speed. 

h. For tracks where the trains run at low speed, 
new second-class ties shall be used. For all tracks 
in yards, or temporary tracks laid for construction 
purposes or otherwise, second-class and cull ties, or 
good second-hand ties taken out of a main track shall 
be used. 

Specification for Cross-ties, Revised March 24, 1902. 
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Kind of Timber ,— approved timber for cross-ties 
shall be White Oak, Rock Oak, Burr Oak, Post Oak, 
Locust, Walnut, Yellow Pine or Chestnut. Other 
kinds of wood will not be accepted, unless regularly 
ordered and specified. 

Quality and Manufacture,— The timber should be 
cut in the fall and winter, say from September 1st to 
March 1st. All ties must be cut from good sound liv- 
ing timber, well manufactured to size and length, 
straight, free from large, loose or decayed knots, si3lits, 
shakes or any other defects that may impair the 
strength and durability of the timber for the purpose 
intended; pole ties must have two parallel face sides, 
hewn or sawed with the grain of the wood out of wind 
or twist, and stripped of bark; square-sawed ties must 
be sawed with the grain of the wood; square-hewed ties 
may be made of split timber, but must be straight and 
out of wind or twist. Yellow pine must be long leaf, 
grown in the interior belt of Georgia, Florida, Ala- 
bama or Mississippi. Yellow pine ties must be square, 
and may be hewed or sawed; the heaif should be in the 
center and not more than one inch of sap, measured on 
the face or side, will be allowed on each corner. All 
ties must be sawed ofi square at the ends. 

Pole ties less than six inch face, square sawed or 
square-hewed ties less than seven inch face, and Yel- 
low Pine ties less than eight inch face, will be 
classed as culls, and will not be accepted unless spe- 
cially ordered. 


c. On ail running tracks where the weight of rail is 
seventy pounds per yard or over, fourteen ties shall be 
used to each thirty feet of track, and for all tracks in 
yards and for temporaiy use, not more than twelve ties 
shall be used for each thirty feet of track. 

Line and Surface,— The track shall be laid in true 
line and surface; the rails are to be laid and spiked 
after the ties have been bedded in the ballast; and on 
curves, the proper elevation must be given to the outer 
rail and carried unifoimly around the curve. This eleva- 
tion should be commenced from fifty (50) to thz*ee hun- 
dred (300) feet back of the point of curvature, depend- 
ing on the degree of the eun^e and speed of trains, and 
increased uniformly to the latter points where the full 
elevation ^ is attained. The same method should be 
adopted in leaving the curve. 
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d. In removing eross-ties from the main tracks, they 
shall be taken out only as they become unfitted for 
service, in the manner generally known as “spotting 
ties/’ and not by entire renewals in continuous sec- 
tions, and Subdivision Foremen will he held responsible 
for the proper observance of this rule. It shall be the 
duty of the Supervisor or his assistant to walk over the 
track with the Foreman and personally inspect the ties 
to be renewed before he authorizes the same to be taken 
out and replaced with the new ones. 

Bitches,— The cross-section of ditches at the highest 
point must be the width and depth as shown on the 
standard drawing^ and graded parallel with the track, so 
as to pass water freely during heavy rains and thor- 
oughly drain the ballast and roadbed. The line of the 
bottom of the ditch must be made parallel with the rails, 
and well and neatly defined, at the standard distance 
from the outside rail. Ail necessary cross drains must 
be put in at proper intervals. Earth taken from ditches 
or elsewhere must not be left at or near the ends of the 
ties, thrown up on the slopes of cuts, nor on the ballast, 
but must be deposited over the sides of embankments. 
Berm ditches shall be provided to protect the slopes of 
cuts, where necessary. The channels of streams for a 
considerable distance above the road should be exam- 
ined, and brush, drift and other obstructions removed. 
Ditches, culverts and box drains should be cleared of all 
obstructions, and the outlets and inlets of the same kept 
open to allow a free flow of water at all times. 

Similar standard specifications exist for every part of 
the railroad’s property. It is the duty of the Maintenance 
Departments to see that the property is always kept in this 
condition. A variety of agencies are constantly at work to 
lower these standards. The pounding of heavy trains 
throws the track out of alignment, grinds the ballast to 
powder, wears the rails, especially on the curves, and 
loosens the spikes and fish plates. And while the locomo- 
tives and cars are destroying the track they are constantly 
destroying themselves. Wheels become worn, frames loose, 
paint wears off, glass is broken, boiler tubes are filled with 
scale, furniture and fittings become dirty and dingy. 
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While the running of the trains is doing all this dam- 
age, the agencies of nature are ceaselessly at work upon 
the roadway. Rain, sun, frost and running water are 
constantly wearing away the roadway. Water seeps into 
the ties around the spikes, carrying in bacteria and fungi, 
and in time the wood decays. In the spring, when the 
ground thaws, the track is lifted and wrenched out of line 
and surface ; erosion is constantly filling up the ditches and 
damming up water which settles around the ballast and 
helps on the disintegration of the roadbed. The ballast, 
from its own weight and that of the track and trains, 
settles into the ground. Sunshine, wind and rain unite to 
destroy paint and timbers. Frost makes rails and fasten- 
ings brittle. All these manifold agencies of destruction 
are incessantly at 'work to pull down the road below its 
established standard. 

The property of the railroad is also subjected to occa- 
sional accidents, sometimes rising to the dignity of catas- 
trophes. Streams may flood and wash away large sections 
of track and numerous bridges, railway terminals may be 
destroyed by fire, numerous train wrecks from collisions or 
derailments are constantly occurring, destroying large 
amounts of property. It is the business of the Maintenance 
Department to combat these forces of destruction, and to 
repair the damage which is incessantly being inflicted upon 
the property of the company. The track and equipment 
of a railway are the subject of constant inspection and 
close scrutiny. 

The work of the Maintenance Department of a corpora- 
tion may be illustrated from the Maintenance and Repair 
Shop Practice of the Interborough Rapid Transit Company 
described in the Street Railway Journal for April 25 
and May 23, 1908. This department has charge of keeping 
in good condition all the ears on the elevated and subway 
lines on Manhattan Island. The work is done in two shops, 
one at Ninety-eighth Street and Third Avenue, and the 
other at ,148th Street and Lenox Avenue. These shops are 
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equipped with machine tools, electric hoists and cranes, and 
the Ninety-eighth Street shop contains in addition a brass 
foundry and a paint shop. When a car needs any over- 
hauling or repairs it is put into the shop, the elevated cars 
at Ninety-eighth Street and the subway cars at 148th Street. 
The selection of cars for overhauling is made on the basis 
of mileage. For the elevated roads, it is assumed that a ear 
will run 65,000 miles before it needs attention. This stand- 
ard has been modified for the subway cars so that each 
piece of equipment in the car, and the car itself, has a 
predetermined mileage which it is supposed to run before 
needing attention. As fast as this mileage is reached, the 
car is put into the shop and that particular part is over- 
hauled. By this method the entire car does not need atten- 
tion every time it reaches the shop. In the case of acci- 
dents to cars, general overhauling and complete repair may 
be necessary before the standard mileage has been reached. 

The nature of the work done in these shops may be 
illustrated from the practice followed in painting the cars. 
Painting records and records of inspection for painting 
show the date the car was last in the shop, the date last 
inspected, the date it should be sent to the shop, and the 
class of painting for which it is due. The ears are graded 
in four classes with regard to the condition of the paint : 
Class A, to be burned ofi and repainted from the wood 
up. B, to be scraped thoroughly, cut in, lettering and 
striping touched up and varnished. C, sash to be removed, 
burned off and painted; otherwise same as Class B. D, car 
to be scrubbed and varnished. 

Inspection of cars is made on the road from time to 
time, and the ears are brought in on predetermined dates 
as required. When they come into the shop they are classi- 
fied; their trucks are taken off to be taken to the truck 
repair shop ; any required carpenter work is done on the 
car, all trimmings are stripped off and the sash and doors 
are removed ; sashes needing repairs are taken to the mill 
and afterwards painted. The ears are now hauled on the 
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shop trucks to the paint shop. When the painting is coin- 
pieted they are returned to the repair shop and mounted 
on their regular trucks which, in the meantime, have been 
overhauled and repaired. Every large corporation, follows 
some such system in maintaining its plant and equipment, 
although the system is not always so well worked out as by 
the Interborough. Every manufacturing business, no mat- 
ter how small, would profit by an imitation of the practice 
adopted by these large companies in the up-keep of their 
plant and. equipment. 

It is the custom of those corporations, whose accounting 
methods are constructed along conservative lines, to charge 
to maintenance not merely the cost of repairing the prop- 
erty, but also the cost of all renewals due to breakages or 
failures in service, and of replacements due to the substitu- 
tion of some improved appliance. If the maintenance ac- 
count were strictly interpreted, the difference between the 
cost of new rails or ties substituted for rails or ties which 
are either worn , out or inadequate to carry the strain of 
heavier cars or engines, might be a charge to capital ac- 
count. The usual practice, however, is to call all such 
expenditures betterments, and either to charge them direct 
to maintenance or into some account, such as extraordinary 
expenditure, created for the purpose. Such expenditures 
should not be charged to capital. 

A betterment expense is one which raises the standard 
of construction. Examples of such expenditures, taking 
our illustration from the railroads, are the substitution of 
stone for gravel ballast, and of masonry embankments or 
steel structures for wooden trestles, replacing light rail 
with heavy imil, lining tunnels with brick or concrete, sub- 
stituting ties treated with some preservative to prolong life 
for untreated ties, fencing right of way, elevating tracks 
in cities, and such like expenditures whose object is to 
raise the physical standard of the property. When this 
new standard has been established, it is the duty of the 
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Maintenance of Way Department to maintain it in tlie 
same manner as the lower standard which it succeeds. 

These betterment expenses, although they represent an 
increase in the cost of the property, should not, in the 
opinion of most accounting officers of corporations, figure 
on the balance sheet as an addition to any asset account. 
It is true that they may reduce the cost of operation. They 
may even enable the company to handle a larger business, 
or to handle its existing business more expeditiously and 
economically. On the other hand, they may do no more 
than maintain the earnings of the company at their former 
level. A railroad company has always to meet competition 
which may force it to reduce its rates, or to improve the 
quality and cost of its service. The rates and prices of all 
public service corporations are also liable to reduction by 
action of the legislature or some public service commission, 
and the improvements and economies resulting from better- 
ment expenses may be no more than sufficient to offset the 
increased cost in operation, due to higher prices or higher 
wages. 

The Interstate Commerce Commission and, following its 
lead, the State Public Service Commissions, as they have 
come into control of accounting matters, have insisted upon 
the capitalization not only of additions to property but 
also of all betterments, irrespective of the contributions 
wdiich these expenditures may have made to earnings. The 
inerease in the cost of say rails, or ties, or concrete work 
over the depreciated value of w-hat this new material re- 
places must be charged, under the rules of the Commission, 
to the appropriate asset account. The Commission’s rule, 
put into effect in 1907, related only to the asset accounts. 
The companies are left undisturbed as to the rearrange- 
ment of their liability accounts. Assuming, for example, 
a betterment charge of $1,000,000 road and equipment 
must be increased by that amount. So much the law re- 
quires. On the liability side of the balance sheet, how- 
ever, the amount may be added to a special account, such 
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as ^‘Additions to property since 1907/’ or it may be 
credited to surplus, or profit and loss. This regulation un- 
doubtedly leads to an inflation of assets. No harm can re- 
sult if the additions are expressed in normal form, and 
the possible danger of a corresponding inflation of stock 
or bond capitalization, at least of interstate railroads, has 
been removed by the control over security issues, conferred 
upon the Interstate Commerce Commission by the Esch- 
Cummins bill. Many state commissions have long since 
possessed absolute power over security issues of corpora- 
tions subject to their jurisdiction. While, therefore, noth- 
ing is to be gained by the requirement that the full cost 
of all betterments must be capitalized, and while the regu- 
lation may result in many cases in inflating profits and in 
unduly increasing tax burdens, and incidentally rates and 
charges, which are based on valuation, on the other hand 
the danger of inflating capital accounts by adding the full 
cost of betterments is imaginary. 


CHAPTEE XV 


THE DETERMINATION OF PROFITS— DEPRECIATION 

Well-managed business enterprises^ and especially pub- 
lic corporations to whose standing and reputation, as already 
explained, an accurate determination of their profits is es- 
sential, make provision out of their income for impairment 
in the value of their physical assets which is known as 
depreciation. The life of every tool, building, machine or 
structure which a company may own, with the possible ex- 
ception of permanent structures, such as concrete bridges, 
wharves, permanent roadway, etc., is limited. No matter how 
carefully a machine may be repaired, no matter how attentive 
the Equipment Department may be to painting cars, and 
rewinding armatures, the time finally comes when the ma- 
chine, or car, or locomotive, or building is no longer fit for 
use. Every piece of productive property, like every normal 
individual, has a period of mature and vigorous life when 
repairs are at a minimum and work at a maximum, and a 
period of old age, finally ending in dissolution. This period 
of useful service, in a machine as in an individual, may be 
lengthened by proper care. If the individual does not ob- 
serve the law^s of health, if he works under unsanitary con- 
ditions, or is subjected to excessive labor, his working life 
is shortened. In the same way unless the machine is re- 
paired when out of order, is sheltered from the weather, and 
is saved from undue stresses and strains, the term of its 
active life is reduced. 

The termination of the active life of a macliine may also 
be due to the discovery of some better machine for doing the 

187 , 



188 


COKPOKATION PmANCE 


same work. Competition forces progressive business con- 
cerns to keep their plants up to date so that they can produce 
articles of good quality at as low costs as their competitors. 
A good illustration of this class of depreciation which is 
called “Depreciation due to Obsolescence” is seen in the 
rapid increase in the size of railway cars. Within the last 
thirty years, these have increased from a capacity of from 
fifteen to twenty-five tons to a maximum load of seventy 
tons, due largely to the substitution of steel for wood in con- 
struction. This increase in the size of railway cars has 
rendered a large number of cars obsolete before the normal 
term of their working life has expired. The increase in the 
size and operative power of the locomotive has had the same 
result. Numbers of engines are now doing good service on 
logging railroads and local lines which, without the improve- 
ment in locomotive construction, would still be running on 
the leading trunk lines. 

The third cause of depreciation is changes in business 
conditions which may seriously impair or entirely destroy 
the productive value of properties in perfect physical con- 
dition, A marked reduction in the tariff on the finer grades 
of textiles, for example, would throw out of use a large 
amount of serviceable machinery, and a street railway 
operating under a limited term franchise which it carries on 
its balance sheet as an asset, may find, as in the cities of 
Cleveland and Chicago, that the value of this asset is de- 
stroyed or greatly impaired by a change in public sentiment 
imposing additional burdens and restrictions upon street-rail- 
way companies. 

Understanding now the regular and inevitable, as well 
as the accidental and contingent reductions in the value of 
a company’s productive property, we can recognize the neces- 
sity of providing in advance for its replacement. In so far 
as these losses can be estimated with approximate exactness, 
an accurate provision can be made. Contingent and extra- 
ordinary losses, however, can only be anticipated by provid- 
ing such sums as exjaerience shows will probably be sufficient 
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to offset these losses, and there still remain the losses due to 
such causes as change in fashion or in the tariff, against which 
no foresight can provide because there is no method of prede- 
termining the amount of the damage. 

The losses due to depreciation, if provision is not made 
to apportion them over a series of years, may fall upon a 
business with such force as to annihilate it. When a plant 
is new, repairs are light and replacements are not necessary. 
This condition may persist for several years. In the mean- 
time the management, not convinced of the necessity of mak- 
ing provision against the day when their plant shall be worn 
out, may have paid out all their earnings to their stock- 
holders. At the end of the fifth or sixth year extensive 
renewals become necessary, machines are worn out or become 
obsolete; and a reconstruction, a rearrangement, or a reloca- 
tion of the plant may be necessary. If money is not avail- 
able for these purposes, all that the management can do is 
to issue stock or bonds and spend the proceeds, not in increas- 
ing the value of their property, but merely in maintaining it 
at its original figure. 

An illustration on a small scale will serve; A man ob- 
tained a pumping contract from a, railroad. The contract 
ran for ten years and called for a payment of $2,000 a year. 
The cost of the pump and other machinery was $5,000 and 
the operating expenses $1,000 each year. The owner gave 
but nominal supervision to the plant, which indeed was all 
that it required, and estimated his profits at $1,000 a year 
or* $10,000 during the life of the contract. At the end of 
the time, however, when the contract came to be renewed, 
it was found that the pump was worn out, the $5,000 invested 
had been lost, and it was necessary for the contractor to 
raise another $5,000 for the purchase of new apparatus. In- 
stead of a profit of $10,000 during the ten years, the actual 
profits of the business were only $5,000. A correct account- 
ing system would have required the setting aside of $5,000 
in such a form as to be available at the end of ten years for 
the purchase of a new pump. 
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The accounting for depreciation is managed by building 
up in the assets of the business an amount of value. Provi- 
sion for depreciation is made as follows: A deduction is 
made from income of the amount estimated to be necessary 
in that year to provide for depreciation. This amount is 
kept in the business^ either being held as a bank deposit/ 
invested in securities, or spent in such a way as to increase 
the value of the company’s property, for example, upon a 
new mill or a new piece of machinery. If an expenditure 
is made, cash is credited, and machinery or plant account, 
or the materials or securities purchased is debited. Then 
Profit and Loss is debited and depreciation reserve, appear- 
ing as a liability on the balance sheet, is credited. This plan 
is followed year by year, until a depreciation reserve of large 
amount may be built up as a liability to the business, balanced 
by various assets on which a certain amount of the income 
of the company has been spent. 

Now suppose that, after a term of years, since deprecia- 
tion does not usually count in the early stages of a company’s 
operations, new equipment is necessary to replace that which 
is unfit for service, or that a complete overhauling, a reloca- 
tion, or a reconstruction of the plant is necessary, including 
a general replacement of its machinery with machinery of 
new and improved design. The cost of the reconstruction 
or replacement is provided either out of the income of the 
company or by an increase of its bonds or stock. The entries 
are as follows: in case provision is made out of the cur- 
rent income of the year for necessary depreciation; cash 
is credited and the plant account concerned is debited; 
then depreciation reserve is debited and plant account is 
credited for the equipment thrown out. If the old ma- 
chinery can be sold, cash is debited and the depreciation 
reserve is credited. If the cost of replacement is too large 
to be thrown upon the income of a single year, provision 
for the expense is made in the following manner: The 
company, we will suppose, presents the following balance 
sheet: 
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Assets 

Plan and Equipment - . $2,000,000 
Cash and current as- 
sets 500,000 


$2,500,000 


Liabilities 


Stocks $1,000,000 

Bonds 500,000 

Depreciation reserve. . . 500,000 

Surplus 500,000 

$2,500,000 


Suppose that $500,000 is required for extensive re- 
placements and reconstruction, and that only $200,000 of 
this amount can be provided out of the income of that 
year. Resort is now had to the depreciation reserve, the 
accumulations of past investment for the benefit of the 
depreciation fund. The Company issues $300,000 of bonds, 
increasing its debt to $800,000, and reducing the deprecia- 
tion reserve by a corresponding amount. The proceeds of 
the bonds together with the $200,000 taken from income, 
are spent in renewing the plant. The entries are as fol- 
lows: When the bonds are sold, bond account is credited 
and cash debited. Then plant account is credited and 
depreciation reserve is debited. Finally, the replacement 
is made, plant account being debited and cash credited. 
What has been done is to substitute on the balance sheet 
one kind of liability for another, reducing the depreciation 
reserve and increasing the amount of bonds, leaving the 
surplus, the dilferenee between assets and liabilities, at its 
former figure. If the depreciation reserve is insufficient, 
a part or all of the surplus may be drawn upon. 

The accumulated reservations for depreciation may be 
disposed of in two ways : First, they may be handled as a 
fund and kept in assets which are either specifically set 
aside for the purpose of making renewals, when these shall 
become necessary, or kept in the current assets of the busi- 
ness immediately available for use. This is the method 
adopted by the United States Steel Corporation. The 
balances to the credit of sinking, reserve and depreciation 
funds, which are treated alike, on December 31, 1919, were 
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included in the assets of the company in the following 
accounts : 

Sinking AND Reserve Fund Assets 

Cash resources held by Trustees account of 

Bond Sinking Fund. ...» . . $1,662,732.22 

(In addition Trustees hold $128,710,000 
of redeemed bonds, which are not 
treated as an asset.) 

Contingent Fund and Miscellaneous Assets.. 10,983,420.48 
Deposits with Trustees of Mortgages (pro- 
ceeds from sale of property) 93,296.79 

Insurance and Depreciation Fund Assets and 
purchased bonds available for future bond 
sinking fund requirements, viz.: 

Securities $52,714,162.91 

Cash 5,965,996.39 

$58,680,159,30 
Less, Amount of foregoing 
represented by obliga- 
tions of Subsidiary Com- 
panies issued for capital 
expenditures made .... 16,655,475.00 

42,024,684.30 

$54,764,133.79 

The United States Steel Corporation keeps its deprecia- 
tion and other funds in a form readily available for use, 
invested in the current assets of its business as a part of 
its working capital. If the directors should conclude that 
a more definite separation of the assets representing these 
various funds should be made, they could make a special 
deposit of all the money, or invest it in securities which 
could be used for nothing else than to provide means for 
the replacement and renewals as required. 

The International Harvester Company handles its de- 
|)reciation account in a different manner. The aeeuniula- 
tions in the plant depreciation and extinguishment funds 
of this company on December 31, 1908, amounted to $5,- 
009,844. This amount appears on the balance sheet as a 
liability item under the head of ^^Provisional and Con- 
tingent Eeserves.^’ The total amount of these reserves at 
this date was $6,850,590.37. In addition, the company had 
a surplus of $16,691,989.61 ; the two amounts together be- 
ing $23,542,579.98. This sum represented the difference 
between assets and liabilities accumulated out of the profits 
of the business from the date of its organization. This 
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acenmulation was in part the result of increase in property 
account, in part the result of the payment of liabilities of 
which $3,173,398.21 under the head of Purchase money 
obligations’’ were discharged in 1908, and in part of an 
increase in current assets. There is no attempt made by 
this company, so far as appears in its report, to keep its 
depreciation fund in any particular form of assets. As the 
money is reserved, it is apparently put to the most ad- 
vantageous use, either in increasing the bank balances of i 

the company or its stocks of railway materials, or in paying 
its debts, or in additions and improvements to its plant. 

The depreciation fund of the International Harvester Com- I 

pany is represented by amounts invested in different pro- 
ductive assets of the company without special segregation. 

This method is the one ordinarily followed. Its gen- 
eral adoption by those companies which maintain depre- 
ciation funds has given rise to the statement often heard, 
that a depreciation reserve is only a bookkeeping item 
without special significance. There is no fundamental dis- 
tinction between the surplus appearing on the balance sheet 
and the depreciation reserve also appearing as a liability. 

Added together, they represent the total accumulations 
out of income which are held in the business for the benefit 
of the business. The only difference between the surplus 
and the depreciation reserve lies in the fact that the former 
is usually regarded as the property of the stockiiolders to 
be distributed to them, from time to time, by various ad- 
justments of capitalization, which will be considered in 
detail in a later chapter, while the depreciation reserve is 
regarded as something belonging to the business, which is 
to be withheld from the stockholders to make good any 
extraordinary replacements or renewals for which the cur- 
rent reservations from income for the purposes of depre- 
ciation will not prove adequate. 

There is, of course, a limit beyond which it is unprofit- 
able for a company to accumulate a fund of this character. 

When the amount of the depreciation reserve fund has 
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reached beyond the figure which in the judgment of the 
directors is necessary to protect the business against ex- 
traordinary accidents, it can then be treated as a part of 
the surplus and distributed to the stockholders. As an 
example of such a distribution, the stock dividend of the 
Pullman Company, voted on February 10, 1910, was ex- 
plained by the directors in part as follows: There were 
certain reserve accounts in the manufacturing department 
which had hitherto been held in abeyance to meet contin- 
gencies which were possible to arise (fire insurance), but 
which present conditions render improbable. These items, 
together with the existing surplus as shown in the pub- 
lished statement of the last fiscal year and the current 
results of operation, are regarded by the board as a justifi- 
cation for making this recommendation.’’ The Pullman 
Company, in making these dividends, transferred certain 
of its reserve to its surplus account, and then substituted 
for a portion of the surplus an equal amount of capital 
stock. 

The balance sheets of conservatively managed com- 
panies may show reserves in addition to the depreciation 
reserve. Thus the International Harvester Company main- 
tains a reserve for collection expenses and receivables to 
provide for losses which may ultimately be sustained in 
the realization of bills and accounts receivable, and a cash 
reserve when it is deemed wise for a company to carry its 
own insurance. A company may also maintain a dividend 
reserve fund to make good any temporary shortages in 
income available for distribution to stockholders. These 
reserves are built up out of the unexpended balances, of 
the annual appropriations to these several purposes. For 
example, the International Harvester Company provided 
for contingent losses on receivables in 1908, $650,000. The 
debts which were charged off as uncollectable during 1908 
amounted to only $228,048.15, so that there was an addi- 
tion to the reserve for contingent losses on receivables dur- 
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ing tlie year of $421,951.85. The efforts of this company 
are constantly directed toward reducing the losses to pro- 
vide against which these reserves are established. It has 
spent large sums to equip its works and other buildings 
with automatic sprinkling systems and the latest devices 
for protection against fire, and it carries on continually a 
systematic investigation into the financial responsibility of 
prospective customers who give notes for purchases. This 
insures to the company a high grade of notes and ac- 
counts. These precautions, and the care taken to reduce 
losses, tend to increase the balances annually added to 
these various funds which may in time be carried to such 
a height that a portion of them can be distributed to stock- 
holders. 

These reserves are handled in the same, manner as the 
reserve for plant depreciation, with the exception that the 
insurance reserves and the dividend reserves, in order to be 
immediately available for use, should be invested in good 
securities set aside for the purposes of these funds. As an 
illustration of this segregation, we find that the balance in 
the fire insurance reserve of the International Harvester 
Company of December 31, 1908, was $671,093.23, of which 
4 $400,832.20 had been invested in income-bearing securities 
on that date. Since that date the balance of the fund has 
also been invested in income-bearing securities. 

In calculating depreciation, the first step is to deter- 
mine the amount necessary. This is figured as a percentage 
of the cost of property to be depreciated. The percentage 
is obtained by estimating, sometimes in great detail, the 
active life of different kinds of equipment and. dividing the 
result into 100 to obtain the annual rate of depreciation. 
By the method ordinarily followed, no account is taken of 
compound interest. If a business or property is estimated 
to last for twenty years, five per cent of this cost is assumed 
to be reserved out of income in each year in order to make 
good the annual depreciation. The Chicago Union Trac- 
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tion Company, for example, has adopted the following 
rates for its power-plant equipment : 


Track, ties, bonding, etc. ...... 

Life 

. ... 12.85 years; 

Rate 

7.75% 

Paving and grading: 

Granite block 

... 16 

a 

6.6% 

Cobblestones 

... 25 

u 

4% 

Electric equipment of cars 

. . . 12-15 

a 

8.5% to e%% 

Iron poles 

... 20 

a 

5% 

Power-plant equipment 

... 15 

a 

6.66% 

Shop tools and machinery 

... 20 

a 

5% 

Buildings and improvements 

... 50 

a 

2% 

These various percentages 

are applied to the 

costs of the 


equipment, and the results added together are assumed to 
give the annual requirement for depreciation for that 
year. 

These rates, however, are subject to wide variations un- 
der different conditions. Mr. C. I. Sturgis^ explains these 
variations in relation to railway equipment as follows : 

On a railroad, the life of ties varies with soil and 
climate ; the life of bridges depends on the weight of loco- 
motives running over them; the life of locomotives de- 
pends on the quality of water and coal with which they 
are fed, and there is hardly a railroad tool or machine 
the life of which does not depend on local conditions, 
and even if, in determining depreciation, we could ap- 
proximately estimate such variable factors as these, we 
would still have to consider what in the end will' be the 
cost of the new articles to replace the old, and -with 
markets ever fluctuating that is impossible definitely to 
determine. Furthermore, prosperous roads, in main- 
taining high standards, consider equipment is worn out 
when, on pooi’er roads, it would he considered still good 
for many years of service. 

While admitting the influence of local conditions upon 
assumed rates of depreciation, it is possible to give proper 
weight to these influences on the basis of experience in that 


^ Meetrio JRaihvay Journal, DeGemhex IcS, 1909. 
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locality, and to ascertain, with a degree of accuracy, the 
life of the company’s property. It is also possible to ascer- 
tain, as we have explained in our discussion of main- 
tenance, the effect of high and low standards of mainte- 
nance on depreciation. Property which is well maintained 
will last much longer, and give more effective service dur- 
ing its life, than where maintenance is neglected. We may 
conclude, therefore, that depreciation due to wear and 
tear and to natural decay can be closely approximated. 

Depreciation due to obsolescence and extraordinary 
accidents involving extensive expenditures upon the plant 
cannot be estimated even approximately. A case came re- 
cently to the writer’s notice where the owner of a textile 
mill had imported an expensive machine from England 
and estimated that it would last only five years. He there- 
fore assigned to it a depreciation rate of tw^enty per cent. 
Within two years, however, this machine was displaced by 
a better one, so that the correct rate should have been fifty 
per cent. Other illustrations are the passage of city ordi- 
nances requiring large expenditures on track elevation or 
an electrification to abolish the smoke nuisance. Such 
changes as this cannot be foreseen. It is impossible to 
provide against them. Partial provision, it is true, may be 
made in the manner already indicated by establishing vari- 
ous rates of depreciation and, by improving the business 
methods of the concern, accumulating reserves against 
various contingencies. These reserves are available for 
emergencies. But even the most conservative company 
cannot make suitable provision out of its income accounts 
to protect it against any contingency which might arise. 
For example, depreciation on telephone equipment can be 
figured at ten per cent per annum. This will provide for 
the replacement of the plant at the end of ten years. But 
suppose the town is visited by a hurricane and most of 
the plant is destroyed. This would be a contingency 
against which no foresight consistent with ordinary busi- 
ness practice would provide. All that can be done in the 
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event of such a catastrophe is for the owners of the business 
to, take their loss and build anew, increasing their toll rates, 
if need be, in order to regain the money spent for the 
reconstruction of the plant. 

As an offset to this sort of depreciation, several account- 
ants and engineers have urged the natural appreciation in 
the value of the property due to the development of its 
business. 

It is claimed that ‘‘the depreciation due to the dimin- 
ished value of equipment, track, bridges, structures of 
all kinds, shops and shop tools is limited and is, further- 
more, more than counterbalanced by the appreciation due 
to the fact that the railroad has an established business 
which amounts to more in the case of a railroad than does 
‘good wiir in the case of a mercantile corporation. In- 
dustries, mines, and factories are established along its 
lines with switches and side-track facilities, towns grow 
up, and a certain amount of business becomes assured 
which requires time, money and energy to develop —all of 
which is charged into current operating expenses, and 
should be considered as an offset to any depreciation of the 
property. 

“Besides the appreciation due to the cause there is 
also physical enhancement of value due to the solidification 
of the roadbed and embankments, the establishment of 
water-courses and the replacement of the original struc- 
tures with others of a more permanent character, without 
any addition to capital account; thus, wooden trestles, 
bridges, culverts, etc., have been filled with earth or re- 
placed by steel or iron, stone or concrete. 

“No estimate can be made, moreover, of the enhanced 
value of the right of way and terminals due to the growing 
values of land, even though the existence of the railroad 
may have contributed largely to the development of the 
country through which it runs. The railroad corporation 
suffers from this increased value if it is compelled to pur- 
chase any property as well as in the increase in its taxes; 
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bnt it has not been nsnal to make any allowance for this. 
Railway men generally believe that the appreciation of the 
property above described more than balances the deprecia- 
tion j especially when it is remembered that the total physi- 
cal depreciation under proper maintenance rules is limited 
to half the first cost of the property/’^ The considerations 
advanced by Mr. Delano should be kept in mind in fixing 
depreciation rates. In the writer’s opinion, however, it is 
unsafe to go as far as he does in claiming that apprecia- 
tion offsets depreciation. This increase in the value of a 
business is dependent to a large extent upon the conditions 
of trade. Certainly, from 1892 to 1897, there was no .ap- 
preciation in the value of railway property in the United 
States. At this time a large amount of railway mileage 
was in the hands of receivers, and railway earnings were 
greatly depressed. 

There is only one safe rule to follow in the determina- 
tion of questions of this character — to take the side of 
conservatism in the disbursement of earnings. As between 
deducting too much for depreciation and taking too little, 
the first course is usually to be preferred. Excessive de- 
preciation means that money which would otherwise be 
available for dividends is retained in the business, covered 
up and concealed from the clutching hands of stockholders, 
but eventually appearing on the right side of the income 
account. No one can be injured by conservatism in these 
matters, and the hazards of business are so great that any 
doubt as to the propriety of such deductions is always to be 
resolved in favor of the conservative course. 

In final summary of the rules of depreciation the fol- 
lowing may be taken as conservative: First, charge to 
maintenance the cost of minor replacements, even if the 
cost of the property substituted for that w^orn out or dis- 
placed by a better machine is greater than that originally 

1 Cod densed from an article by Frederic Delano, formerly President 
of tbe Wabash Eailroad Company, in the Bailway Age G-asette, March 
27 , 1908 . 
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purchased; second, maintain depreciation rates based on 
standards established by engineers familiar with the busi- 
ness in which the corporation is engaged, and after mak- 
ing due allowance for special and local conditions; third, 
provide additional reserves for special classes of losses not 
covered by outside insux^anee. 

Our final topic for discussion under the head of depre- 
ciation concerns the comparison between sinking funds 
and depreciation. There is substantial identity between 
these two classes of deductions from income. The sinking 
fund, whether maintained against so-called wasting^’ 
assets—that is, coal or ore — or against the plant of an 
electric railway, or the terminable franchise of a public 
service coi^poration, up to the percentage of the total cost 
of the company’s assets which is represented by its bonds, 
and up to the percentage of the cost of the property which 
is represented by the sum of annual appropriations for the 
sinking fund, is usually regarded as the identical equiva- 
lent of a depreciation charge. If the cost of the entire 
property of a company is represented by its bonds, which 
often happens, and if its life is twenty years, a sinking 
fund of five per cent on the bonds is the same as a depre- 
ciation of five per cent on the cost of the property. At 
the end of the twenty years, the plant is worn out, the 
bonds are paid, and the company is back where it started, 
with the addition of the good will and prestige which it has 
aeeumiilated. It can then incur a new debt for the original 
amount, probably at a lower rate of interest, rebuild its 
plant, and maintain its surplus intact. 

The identity of the sinking fund and the depreciation 
charge may be admitted, however, only with important 
qualifications. The depreciation fund should be available 
for replacements when these are required. When a sinking 
fund is invested in bonds, whether these are canceled or 
held, it is not available for current replacements, but only 
for extinguishment of the company’s debt. The latter 
forms of sinking fund, however, contain, as noted in a 
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former chapter, certain promions which remove the fore- 
going objection to identifying a sinking fund with a de- 
preciation charge. If the bonds purchased for the sinking 
fund can be reissued to provide funds for improvements and 
extensions, or if the sinking fund can be invested in the 
plant at the option of the trustee, the sinking fund and 
the depreciation charges are in all particulars the same, 
and the amount of the sinking fund established should be 
deducted from the assumed rate of depreciation. If the 
company maintains a sinking fund against its debt, and 
also allows rates of depreciation on the cost of its physical 
property, it is, to the extent of the sinking fund, dupli- 
cating its depreciation charge, and accumulating reserves 
in its asset accounts which will eventually come to the 
stockholders, or which may be drawn out in case of emer- 
gency. 

After ascertaining the total income of the company, 
consisting of net earnings from operation plus other in- 
come, certain deductions must be made known as fixed 
charges, which include taxes, interest, and rental. The 
only question which may arise concerning these payments 
is the treatment pf interest paid on bonds during the con- 
struction period. It is customary to include this in the 
construction cost, issuing enough securities not only to 
provide for the cost of the plant, but to pay interest on 
the bonds while the plant is building. As long as no secret 
is made of the matter, and it is well understood, there can 
be no reasonable objection to the practice. All that could 
be required is for the stockholders to advance the monej^ 
necessary to pay interest on bonds during the construction 
period. 

The final item of charges consists of such miscellaneous 
items as commissions on sales of securities and other ex- 
penses which are chargeable against income, but which 
cannot properly be classified either as operating expenses 
or as fixed charges. Companies often include as other 
charges” the cost of betterments and additions which, in 
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the judgment of the directors, are not properly chargeable 
to capital account. This has been discussed in connection 
with depreciation. Such expenditures should be charged 
to operating expense rather than to fixed charges. The 
balance remaining after these charges have been paid is 
the surplus earned for the stock during the year, out of 
which dividends may be paid. Another source of surplus 
consists of profits from premiums on the sales of securities 
issued by the company. Discounts on all sales of securities 
are to be considered as losses and charged against the in- 
come of the year. For the same reason, premiums received 
are to be regarded as profit. 

The next item in the income account is income from 
other sources. This is made up as follows : 

Interest received on bonds of other companies; 

Dividends on stocks of other companies; 

Rentals of property owned by the company and leased 
to outsiders; 

Interest on the company’s bank deposits or on any 
loans in which it may invest its cash balance. 

These receipts are usually incidental to the main opera- 
tions of the company. 

Business corporations are not primarily investment 
companies. They are organized to transact a railroad or 
manufacturing or trading business; and, although they 
may acquire securities in the course of their regular busi- 
ness, these securities are usually acquired for other pur- 
poses than to obtain revenue. A railroad corporation, for 
example, may purchase an interest in the stock of another 
company with which it exchanges a large amount of traffic, 
and may receive a dividend on this stock. The principal 
advantage of the purchase is not, however, to receive the 
dividend, but to obtain a favorable traffic agreement. 

Again, railroad companies may build new mileage 
through subsidiary companies to which they advance 
money, taking the bonds and stocks of the subsidiary com- 
panies as payment and holding these in their treasury. 
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In this case, instead of treating the operations of aH the 
companies under their control as a unit, we have the dis- 
tinction between lines directly operated and lines con- 
trolled. In reality, however, the returns on the stocks and 
bonds of the subsidiary, while in the treasury of the parent 
company, represent merely a part of the operating income 
of the entire system. 

The item of interest on bank deposits figures largely in 
the accounts of profitable corporations during periods when 
they are not expanding their operations, especially when 
their receipts are evenly distributed throughout the year, 
and their dividend and interest payments are made at 
periodical intervals. Under these circumstances, there is 
necessarily a considerable accumulation of money to the 
credit of the company, and this money they may either 
leave or deposit, receiving the bank rate of interest, or 
they may lend it out at a higher return than the banks 
will pay. During periods of great business activity, how- 
ever, this source of income is ordinarily not available, since 
the corporation needs all of its money to conduct its regu- 
lar operations, and is usually a heavy borrower besides. 

Profits from premiums on securities sold are essentially 
different from profits or losses derived from income ac- 
count. "When securities of a company are sold at a pre- 
mium, the usual practice is to show in the balance sheet 
as a capital liability only the par value of the security 
sold, and to credit to surplus, or profit and loss account, 
the premium received above the par value. Profits derived 
from the sale of capital obligations should be reserved as 
capital, unless the company is dissolved, and should be 
separately stated, else dividends may be paid while money 
is being lost in operation. 

In practice, this separate statement of premiums on 
sales of securities is rarely made. The consequence is that 
directors may get a wrong idea of the profits of the busi- 
ness, and may pay dividends which are not warranted by 
the earnings from operation. The practice of investing 



204 


COKPORATION FINANCE 


these premiums in productive assets is, however, so well 
established that the danger of basing dividends upon them 
is remote. A similar disposition is usually made of profits 
received from the sale of unpledged treasury assets, usually 
consisting of securities. Unless the total proceeds are dis- 
tributed to stockholders as a special dividend, the practice 
is to invest the entire proceeds in the improvements in 
capital assets. Such a disposition was made by the Penn- 
sylvania of the proceeds of the coal stocks following the 
passage of the Hepburn Law in 1906. A large profit was 
shown, but the proceeds were invested in the property. 

Discounts on securities sold are treated as losses. If 
small in amount, they are charged against the income of 
the year. Discounts on bonds or stock sold for original 
construction are usually included in the cost of construc- 
tion. In calculating income for taxation, the deduction of 
discounts is not allowed. 

The third source of surplus is ‘^profits and losses from 
the sale of assets.^’ A company may have operated a fac- 
toiy situated in a large city where land values were ap- 
preciating. In time, the growth of the company’s opera- 
tions makes a country location desirable. The city real 
estate then comes up to be sold, and it is found that its 
value is greatly increased over its cost. This increase in 
value is to be taken as a profit, but since the profit was 
not earned during a single year, but represented the ap- 
preciation in value over thirty years, it will be improper 
to count this in the surplus available for distribution to 
stockholders except as a special dividend. It will be treated 
in the same manner as profits from premiums on the sale 
of securities. In cases, however, where the company pur- 
chases and sells property in the same year and shows a 
profit, this profit may be included in the annual profits of 
the company upon which the distribution of profits is to 
be based. 

Profits arising from the revaluation of assets are doubt- 
ful. It is frequently necessary, when the property of a 
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business lias been subjected to some unusual damage which 
is too great to be covered by the ordinary rate of deprecia- 
tion, for example, the discovery of new and richer deposits 
of iron ore which will reduce the valuation to be legiti- 
mately placed upon a company’s iron-ore deposits, to write 
down the book value of assets in the form of a loss on the 
single year’s operation, or, if the depreciation is excessive, 
to spread this loss over a series of years. On the other 
hand, it has been urged that the writing up of assets where 
property has appreciated in value is equally legitimate. 
This can be admitted only within narrow limits. It is 
entirely proper in the ease of securities owned where the 
market value can be ascertained, and where the increased 
income corresponds to the increased price. Beyond this, 
however, the ‘Writing up” of assets is of doubtful pro- 
priety. It is safer to maintain a book value of securities 
based upon cost, less depreciation, and to leave the surplus 
account undisturbed by any appreciation in their market 
value. 

The danger of thus appreciating assets may be seen by 
an illustration. The property on which the Broad Street 
Terminal of the Pennsylvania Railroad Station stands has 
increased over 400 per cent since purchase. If this piece of 
real estate was to be revalued, its original cost to the com- 
pany would be quadrupled. Broad Street Station is, how- 
ever, not to be sold. It will for many years continue to be' 
used for< the purpose of the company. It is altogether 
probable that the contribution of this terminal location to 
the profits of the Pennsylvania Railroad has not increased 
as rapidly as its value as real estate. At the same time, 
it is impossible to ascertain how much is this increase in 
the contribution of Broad Street Station to the net profits 
of the Pennsylvania. The only basis on which its value 
could be written up on the books of the company would 
be by comparing it with the value of real estate in the 
vicinity. This would result in an exaggeration of its value 
as a piece of property producing revenue for the Penn- 
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sylvania Eailroad. The New York, New Haven & Hartford 
has a three-fonrths interest in the South Station, Boston, 
which cost $15,000,000 to bnild. The loss on the operation 
of this station, however, which is maintained largely for 
pnhlic convenience has been as high as $500,000 in a single 
year. As a piece of real estate this property is very valu- 
able. As a piece of railroad property, however, it is a 
source of loss. 

The only practical reason for increasing the value of 
railroad terminal property would be when it is desired to 
make this the basis for an issue of terminal bonds. In such 
a case, however, the lenders will make their own estimates 
as to the value of the real estate in question as security 
for the loan asked, and the corporation need not adopt the 
expedient of writing up the value of the property on its 
books. All things considered, the method of carrying the 
property of the company at its original cost, and main- 
taining that cost intact by proper rates of depreciation 
is best. 



CHAPTEE XVI 


THE MANAGEMENT OF THE CORPOEATE INCOME 

CoEPOEATioisrs exist and do business to produce dividends 
for their owners. A company which has no prospect of 
paying dividends should be either dissolved^, or^ according 
to methods which we shall have later occasion to explain, 
reorganized down to a dividend basis. After making the 
various deductions which have been indicated, the surplus 
profits belong to the stockholders, and if the company is suc- 
cessfully managed under conditions of ordinary good fortune, 
the stockholders will in time receive these surplus profits, 
directly or indirectly, either in the form of cash or dividends. 
A dividend is a payment of the profits of the company to 
its stockholders expressed in the form of a certain rate per 
cent on the par value of the stock. The dividend of the 
Pennsylvania Railroad Company is $3— six per cent on 
10,000,000 shares, amount of capital stock $499,296,400; 
that of the United States Steel Corporation seven per cent 
on 3,602,811 shares of preferred stock, and $5 on 5,083,025 
shares of common stock. The General Electric Company 
pays $8 per share on 1,181,920 shares; the Union Pacific 
Railroad Company pays $10 on 2,722,916 shares of com- 
mon stock. 

There are two steps in the process of distributing profits 
to stockholders : First, the directors by a formal resolution 
declare that profits have been earned. As a preliminary 
to the declaration of a dividend, the directors consider the 
following : (1) the cash or liquid assets of the company 
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at that time from which the dividends must be taken; (2) 
the prospect of business for the early future; (3) the abil- 
ity of the company to obtain any funds which may be neces- 
sary for new construction by the sale of new stock or bonds. 
A company may be exceptionally prosperous without being 
able^ on account of the rapid growth in its business which has 
locked up its cash assets in the form of accounts receivable, 
materials, etc., to pay out any portion of these profits in 
dividends. A declaration of a dividend, under these circum- 
stances, could be made only by selling stock or notes to 
obtain the money, and w^hile this is sometimes done, as a 
common practice it is to be avoided. Again, the business 
of the company, at the time when the matter of paying a 
dividend is considered, may be exceptionally prosperous, but 
the outlook for the future may be in doubt. At a time, for 
example, when a revision of the tariff' is in progress, the 
companies whose earnings will be affected by any changes 
under consideration are inclined to husband their resources 
and prepare for a possible shrinkage in earnings. A com- 
pany whose business is rapidly expanding may require large 
amounts of new capital. It may not be desirable to raise 
this money by increasing capital stock. Any money required 
must come out of profits. The directors, under such condi- 
tions, would be cautious in paying dividends. 

The law provides that the declaration of dividends is 
optional with the directors. They have authority to fix the 
amount of working capital which, in their judgment, the 
business of the corporation requires, and until they declare 
a dividend by resolution, there is no way in wliich the stock- 
holder, except by his vote to displace one or more directors, 
can control their action. The directors are the trustees for 
the stockholders. They are given full power to dispose of 
the funds of the corporation as their best judgment may 
direct. No matter how large are the profits of the company, 
there is no way in which they can be compelled to declare 
a dividend. The stockholders can oiily participate in profits 
through the channel provided by law. Various attempts have 
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been made to force a declaration of dividends^ especially on 
preferred stock, on tbe ground that large profits bad been 
earned, and that the stockholders were entitled to share in 
these profits. These attempts have been generally unsuc- 
cessful. The stockholder can invoke the aid of the courts 
to prevent the diversion of the company^’s funds to unlawful 
objects ; he can restrain the officers and directors from paying 
to themselves exorbitant salaries; and he can prevent any 
improper use of the company's profits. As long, however, 
as the directors elect to leave the company’s profits in the 
treasury, until they decide that a dividend shall be paid, the 
stockholder can obtain no share of these profits. His only 
remedy, in case he is dissatisfied wuth the management of 
the company, is to elect new directors or sell his stock and 
withdraw from the compan}’’. When a dividend has been 
declared, however, it becomes an obligation of the company, 
enforcable as any other debt. 

The object which an honest and conservative board of 
directors set before them is to establish a dividend rate 
which can be maintained under all conditions of earnings. 
The interests of the stockholder and the corporation unite 
in the demand that a rate of dividend once established shall 
be maintained. The stockholder desires a stable dividend 
because the value of a stock whose dividends, for example, 
run six, six, two, two, and four, averaging four per cent for 
the five years, but irregularly distributed, will command a 
lower price than stock on which four per cent is paid every 
year. Investors, as distinct from speculators, although both 
elements are present in the minds of both purchasers of stock, 
desire stability in the income from their investments. The 
dividends which they receive go into their personal income 
accounts ; their expenditures and appropriations are adjusted 
to these receipts ; a reduction or the passing of a dividend 
disturbs their calculations and unsettles their confidence in 
the company. As a result of this . preference of the investor 
for stocks with a regular rate of distribution, the payment 
of fegular dividends produces a higher and more stable value 
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for such stocks. Stocks with regular dividends are worth 
more to sell and are also more valuable as collateral security. 

A stable rate of dividend with its resulting higher and 
more permanent value is of great advantage to the company. 
Many corporations, especially those whose receipts are not 
evenly distributed throughout the year, have occasion to 
borrow money in anticipation of income to meet obligations 
which mature before that income is received. Wages, inter- 
est, and taxes must be paid and supplies purchased often 
before the proceeds of sales are received. In order that a 
corporation should retain a strong position with the banks, 
it is important that its stock should be maintained at a good 
figure. A high and sustained value for the stock of a com- 
pany is ordinarily taken by the bank as evidence of its high 
credit. Of course, if this value is merely a recent marking up 
of stock-exchange quotations, it may not have much weight 
with the bank oflScers, but if it is a steadily maintained 
quotation, and represents what investors really regard as 
the value of the stock, the banker considers it good evidence 
of the financial standing of the company applying for a 
loan. On the other hand, the fact that a stock sells at a 
low price is usually a warning to the banker to discriminate 
against the paper of the corporation issuing the stock, unless 
the notes are well secured by indorsement or collateral. 

A settled investment value for its securities, which can 
be obtained only by the stability of its dividend rate, also 
benefits the corporation because it makes it possible for it to 
procure money for improvements and extensions on favorable 
terms. A prosperous company is a growing company, and is 
under frequent necessity of selling stock or bonds to obtain 
new capital. The prices obtained for the new securities will 
depend to a large extent upon the prices of those already out- 
standing. If the company issues bonds^ a high value for 
the stock indicates that the interest on these bonds is amply 
secured by surplus earnings. If, however, the stock is selling 
at a low figure, the investor knows that the company which 
proposes to increase its debt has little security to offer its 
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creditors aside from the property which the proceeds of the 
new bonds are to purchase. A low price of the stock in- 
dicates that the judgment of market observers is unfavor- 
able to the company. The investor properly regards the past 
achievements of the corporation as the best assurances of its 
future prosperity. No matter how large the net earnings of 
a company may be at the time an increase of stock or bonds 
is made^ the low market talue of this stock resulting from 
an irregular dividend policy would be a warning to anyone 
investigating its credit that there was good reason for be- 
lieving that these large earnings would not be permanent. 
Tinder these circumstances^ it might be difficult to obtain 
high prices for these securities. 

So important is an even distribution of corporate profits 
considered, that even when increasing earnings enable the 
corporation to raise the rate of dividend, care is usually 
taken to avoid any official statement, or even any implication 
from a statement, that the higher dividend rate is to be per- 
manent. The method employed in such cases is to declare 
the regular dividend and then an “ extra dividend in 
addition. The increase is made in the form of the extra 
dividend as an intimation to the stockholder that the di- 
rectors are not yet fully convinced that they can add the^ 
amount of the extra to the regular rate, and that they 
prefer to wait developments before establishing the regular 
rate at the higher figures. After the extra dividend has 
been paid for several years, and if profits are maintained,, 
the rate will be made regular. In order to maintain an even 
rate of distribution on its stock, the directors of well-man- 
aged companies are governed by the following rules : 

Eirst, to pay no dividends for a considerable period after 
the company begins operation. 

Second, to manage the expense accounts of the company 
in such a way as to reduce the fluctuations in surplus profits 
to the minimum. 

Third, to pay out; in any one year, only a portion of 
these profits in dividends. 
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Byery new corporation is, in some degree, an experiment. 
Even though it operates in an industry where the machinery, 
the methods of administration, and the product are standard- 
ized, and where the management have nothing more to do 
than to follow established models, the degi’ee of its success 
cannot be accurately predicted. The number of unknown 
factors in every business situation is large; new laws to 
reduce profits, increases in taxation, unusual burdens im- 
posed by the municipality in the way of public improvements, 
the incursions of competitors, changes in the tariff, dangers 
of industrial depression, encroachments of organized labor, 
substitutions of new products or the invention of machinery 
to produce at lower cost — these influences may enter to dis- 
appoint the calculations of the directors. Furthermore, in 
most public flotations, there is some overvaluation of the 
property purchased or constructed, and a corresponding 
element of inflation in the capitalization of the company. 
Even with the most painstaking care, mistakes of construc- 
tion, location, or anticipation of demand may have been made. 
If the company is prosperous, these mistakes can be rectified, 
but the money with which these replacement and insurance 
funds are built up comes from the profits of the company. 
Conservative directors will, therefore, usually refuse to pay 
out profits until the company has demonstrated its ability 
to earn its fixed charges, and to produce a surplus out of 
which dividends can be paid. 

The issue of cumulative preferred stock seriously inter- 
feres with a conservative management of the company’s in- 
come. When dividends are carried over and accumulated 
to the prejudice of the common stockholder, fairness to him, 
as well as the usual necessity that a market should be made 
for new securities as quickly as possible, influences the di- 
rectors to promptly begin the payment of dividends upon the 
preferred stock. In some cases, notably that of the United 
States Steel Corporation, the stock-market situation influ- 
enced the directors to immediately begin payment of divi- 
dends on the common stock as well as on the preferred. For 
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this, however, they were severely criticised. The position of 
the company during the early period of its existence was 
weakened by a policy of dividend payment which was gen- 
erally believed to be unduly liberal. In December, 1903, 
the depressed condition of the steel trade led to the suspension 
of dividends on the common stock of the United States 
Steel Corporation. The directors quickly took advantage of 
the opportunity to adopt a conservative dividend policy. 
Although the depression in the steel trade was only tem- 
porary, conditions approaching normal in the following year, 
the policy of investing large sums in plant and equipment 
which the directors would probably have been glad to follow 
from the first, had stock-market considerations not proved 
controlling, was steadily adherred to. No dividends were 
paid on steel common until 1906, when a two-per-cent rate 
was established, raised a year later first to three and then 
to four per cent. Not until the autumn of 1909, was the rate 
advanced to five per cent. During this period from 1903 
to 1909, the company earned $300,044,000 on its common 
stock and paid only $63,537,813 in dividends, the balance 
being invested in various reserves, and in building up a sur- 
plus on the balance sheet which, at the date of the last annual 
report, stood at $151,354,528. As a result of this policy of 
investing profits in improvements, instead of paying them out 
in dividends, the United States Steel Corporation has elimi- 
nated much of the water in its original capitalization, 
and has placed itself in a strong position. 

In 1914, however, evidencing the continuance of a con- 
servative policy, a sharp reduction in profits influenced the 
directors to suspend common stock dividends. 

The later policy of the United States Steel Corporation 
in sacrificing its dividends to its surplus indicates the policy 
which every company whose financial situation permits should 
follow. In no other way can a corporation whose capital is 
excessive, and whose earning power is in any way doubtful, 
so certainly reach an investment position as by adherence 
to the policy of accumulating a large reserve out of income. 
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The more doubtful the success of the company, and the 
gi'eater the number of dangers and ' risks to which it is 
subjected, the more important it is that dividends should 
be witliheld until a strong financial position is attained. 

Having fulfilled the initial requirement of accumulating 
an adequate reserve to offset the blunders of omission and 
commission which characterize the beginning of every new 
enterprise, the next problem confronting the directors of a 
company, anxious to place their stock upon a dividend paying 
basis, is the management of the expense accounts in such a 
manner as to reduce to a minimum the fluctuations in the 
•income available for distribution to stockholders. A large 
part of the expense of operating any business varies with the 
volume of business done. An increase in the traffic of a 
railroad means more trains, and more employees to run the 
trains and to keep them in repair. A falling off in business 
results in a corresponding reduction in the cost of conducting 
transportation. The same is tme of all other industries. 
The cost of operating the plant, as distinct from the cost 
of maintaining it, fluctuates with the amount of business 
done. There are, of course, in every business certain fixed 
expenses connected with the operation and selling which can- 
not be adjusted to changes in business, and which result in 
increased cost when earnings are reduced. Broadly speak- 
ing, however, the cost of running the plant, of manufactur- 
ing the goods, or transporting the freight and passengers, 
changes with the volume of business transacted. There is 
little opportunity, therefore, in the cost of operation, to ad- 
just expenditure to fluctuations of income so as to minimize 
the changes in the balance of income available for distribu- 
tion to stockholders. 

In the maintenance and replacement items of operating 
expenses, however, a certain amount of adjustment and varia- 
tion is possible. Maintenance charges, as we have seen, con- 
tain two items: the cost of up-keep and repairs, and the cost 
of betterments calculated to raise the standard of construction 
and decrease the cost of maintenance or operation* The 
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rule whicli governs the management of the first class of 
maintenance expenses is that^ so far as possible^ without dam- 
aging the credit of the company^, standards of maintenance 
once established should be rigidly adherred to. Maintenance^ 
in other words^ should be a comparatively fixed expense^ vary- 
ing only as the influences vsrhich affect the wear and destruc- 
tion of the property are modified. 

Eigid adherence to this rule admits of a considerable 
amount of fluctuation in the amount of annual appropriation& 
for the up-keep of the property. The cost of railway main- 
tenance of way^ for example, is increased by an open winter, 
which results in greater damage to the track and roadway. 
It is increased by the high cost of labor and material incident 
to business prosperity, and also by the heavy traffic which 
results from large production. Maintenance cost, on the 
t)ther hand, is naturally reduced, without injury to the prop- 
erty, during periods of depression. When traffic is light, the 
wear upon the track is reduced, the amount paid out in 
wages is lessened. The efficiency of labor is also increased 
at such a time, not merely because of the greater desirability 
of steady employment during a dull season, which can only 
be secured at such a time by diligence and faithful service^ 
but also because track work is not so much interfered with 
by passing trains. The cost of materials is also reduced 
during periods of depression. The maintenance of plant or 
equipment not directly affected by weather conditions can 
also be reduced during the period of depression without 
injury to the property. The Pennsylvania railroad, for ex- 
ample, made a heavy reduction in the cost of maintaining 
equipment during 1908, amounting to $6,864,247. This was 
due to the fact that a large portion of its equipment was not 
in service, and consequently was not subjected to the wear 
and tear of operation. A large amount of substitution of 
parts, such as air-brake hose, belting, etc., can be made dur- 
ing a dull season, when only a portion of the plant or equip- 
ment is in operation, thus reducing the cost of maintenance. 
A case in point is a factory manufacturing leather goods 
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vMch liad four floors in operation during 1907. In 1908 
business fell off so that only the machinery on the one floor 
was used. As fast as the belting wore out on the lower 
floor, belts were transferred from idle machines, where they 
would naturally deteriorate, and put into use. Such econ- 
omies of maintenance do not involve any lowering of the 
standard of the plant, although the cost of maintenance may 
be greatly increased to restore the equipment used up in this 
manner when the entire plant again comes into operation. 

With this exception, however, the safe rule to follow in 
maintaining the standard once established for a plant is 
that a stitch in time saves nine.” hTeglect of maintenance, 
for any reason, is likely to be followed by the most serious 
consequences. The operating efiSciency of a plant is so closely 
related to its physical condition, the success of its business 
is so dependent upon its ejOficiency of operation, that serious 
and permanent damage may be inflicted upon a company by 
failure to maintain the standards of its plant. A good illus- 
tration of the consequences of neglecting maintenance is fur- 
nished by the fifth annual report of the Kansas City South- 
ern Eailway Company for the fiscal jear ending June 30, 
1905. The capital stock of this company was originally vested 
in a voting trust for five years from April 1, 1900. This 
voting trust expired by limitation on April 1, 1905, when 
the stockholders came into possession of their property and 
elected a new board of directors. 

They found the road in such a condition as to be prac- 
tically unfit to carry on the business of transportation ; twenty- 
five per cent of the engines were in bad order, sixty-five per 
cent of the freight equipment was unfit for use in the trans- 
portation of grain, merchandise and other freight demanding 
dry cars; fifty-five of the sixty-five per cent required heavy 
repairs, enough ties had not been renewed, ditches had not 
been cleaned, sufficient ballasting had not been done and suf- 
ficient rail had not been laid. The condition of the ties 
and wooden structures and track, as a result of the neglect 
of maintenance, was so bad that it was impossible to move 
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trains at ordinary speed. During the six months from Jan- 
uary 7th to June 30^ 1905^ as a result of the impaired con- 
dition of the property due to the neglect of its maintenance, 
there were 715 wrecks and derailments reported, ^^each of 
which was of sufficient magnitude to require a s|)ecial report 
and therefore cause serious loss and delay. Such a great 
number of accidents could not fail to cause serious loss of 
confidence and good will of the public and consequent diver- 
sion of traffic, also destruction and damage to property, delay 
to trains, and resulting wasteful expense for extra fuel and 
overtime of employees.’^ ^ During the month of May, 1905, 
overtime paid engine and train crews amounted to $8,311.28,. 
although the average of overtime for the three years preced- 
ing, before the property had reached its worst condition, 
was $5,990.88. In addition large amounts were paid each 
month for labor in rerailing ears and engines, and for re- 
pairing track and equipment, as a result of derailment due 
to defective tracks. Large amounts were paid for loss and 
damage to freight due to such derailments. Finally, the 
company suffered severely in competition for business be- 
cause of its inability to take all the traffic which might have 
been obtained, and also because the traffic which it did move 
was often seriously delayed in delivery and arrived in bad 
condition. . , 

We see illustrated, in the case of the Kansas City South- 
ern, the effect of the neglect of maintenance upon opera- 
ting efficiency, and the effect of decreased operating effi- 
ciency upon traffic and earnings. While this is an extrema 
ease, it illustrates a principle which is of invariable applica- 
tion. To allow a property to run down is to impair the 
property's efficiency and to inflict serious injury upon the 
operating company. 

It is possible, however, and this is the practice of many 
corporations, especially those which have not yet reached a 
position where they can show large surpluses over the amount 

yFifth annual report of The Kansas City Southern Railway 
Company, fiscal year ended June 30, 1905. 
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required for their dividends, to vary their appropriations for 
maintenance according to their earnings, never allowing the 
condition of the property to deteriorate so far as to interfere 
with its efficiency, but postponing, on occasion, all but the 
most necessary replacements and repairs until earnings have 
improved. Such a policy may be justified by extreme finan- 
cial necessity. When a reduction in the dividend of a com- 
pany will impair the company’s credit, or defeat the con- 
summation of projects for- raising large amounts of capital, 
the skimping of maintenance cost may be pardoned. A board 
of directors are always reluctant to reduce the dividend rate. 
Such action inflicts serious damage upon the stockholders, 
and is likely to lead to unforeseen criticisms. When com- 
panies are running on a narrow margin of earnings, their 
usual disposition, when conditions of reduced earnings are 
encountered, is to save at the expense of the plant. It is 
going too far to say that such a policy is never justifiable. 
Each case must be determined on its own merits, with refer- 
ence to the peculiar circumstances in which the directors of 
the company find themselves. It is, however, well established 
that the policy of so-called ^^concentration” of maintenance 
expenses into years of large earnings is costly, in that it 
results in a higher average of expenses over a series of years 
in keeping the plant in condition, than would be necessary, 
if fixed repairs -were made. 

This subject was investigated in 1908 by a committee of 
the American Street Eailway Association. In their report 
they present the detailed figures of maintaining car bodies 
over ten years, first, when the car is put in the shop each 
year, and second, when it is shopped bi-yearly. The com- 
parison of the cost of maintaining car bodies under the 
yearly and bi-yearly systems of shopping is shown in the 
table on the following page. 

To the cost of the yearly maintenance over the ten years, 
should be added an estimated item of $44.4:0 on account of 
the additional equipment made necessary because of four 
days loss of time on each car while in the shop, and an item 
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Cost 


Shopped Yearly 


1st year 
2d “ 
3d “ 
4th “ 
5th 
6th 
7 th 
8th 
9th 
10th 


Total, 



Shopped 

Bi-Yearly 

$29.18 

61.49 

$86.46 

54.94 

60.99 

97.46 

60.44 

59.99 

111.46 

54.94 

67.74 

115.96 

55.44 

79.99 

143.15 

$585.14 

$554.45 


of $10.40 on account of increased slioproom made necessary 
by the yearly maintenance, making a total of $639.85 as the 
cost of maintaining the ears when shopped yearly as com- 
pared with $554.45, the cost of bi-yearly repairs. This com- 
parison, however, does not indicate the merits of the respec- 
tive policies. The objects of car maintenance as stated by 
the committee are as follows: 

First, to prevent accidents due to defective equipment. 

Second, to prevent failure of service due to defective 
equipment. 

Third, to prevent excessive depreciation of equipment. 

Fourth, to maintain equipment comfortable and attractive 
to patrons and public. 

The committee finds a marked saving under each one of 
these items as result of shopping the cars every year. First, 
less liability to accidents. ^^When a car is thoroughly over- 
hauled each year, there is less liability of accidents due to 
defective flooring, straps, windows, door and seat mechan- 
ism than where such overhauling is done every second year. 
If such accident claims are made, the fact that the car had 
been carefully overhauled inside of a year w’ould greatly 
improve the railway company’s case in court, and it would 
seem that two cents per car per day would be a conservative 
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estimate of its value.” The liability to failure in service was? 
also decreased by frequent overhauling. The life of the car 
body is also increased when the cars are put into the shop 
every year. ^^Very few electric car bodies have been aban- 
doned on account of deterioration. Many have been retired 
on account of being obsolete and unprofitable to operate. 
Therefore^ the proper value for ordinary depreciation is hard 
to determine, but it is a well-known fact that where wood i& 
exposed to moisture it will deteriorate rapidly, that paint 
and varnish will crack at joints if they are not kept well 
covered and the varnish elastic, and that AlOovs and sills will 
rot if they are not kept well painted. Therefore, it is safe 
to estimate that the life of a car body which has received 
proper attention each year will be ten per cent greater than 
one receiving attention every second year. 

This conclusion of the committee is abundantly borne 
out by examination of the detailed figures of maintenance 
of cars under the two systems, which are given in the report. 
For example, the item of general woodwork repairs and 
tightening up frames, under the system of yearly shoppings 
cost the company in the eighth year $15 and in the tenth 
year $15.50. When the car has been shopped bi-yearly, how- 
ever, this item cost $45 for the eighth year and $60 for the 
tenth year. The cost of varnishing and cleaning and reno- 
vating upholstery and curtains is also much greater for the 
later years of the period than on cars which have been 
shopped yearly. The committee estimates that the life of 
a car body which has received attention every year is ten 
per cent greater than one receiving attention every second 
year. 

There is also a great advantage in yearly maintenance of 
equipment in reduced cost of car cleaning and in greater 
attractiveness leading to an increase in revenue. It will 
also be conceded,” says the committee, that a car which is 
kept well varnished can be kept clean with less labor than 
is the case where the luster is gone and the paint exposed. 
3?his would amount to at least ten per cent of the cost of 
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keeping the woodwork clean, but as it would not ajBEect the 
sweeping, dusting and cleaning of glass, five per cent of the 
total car cleaning is taken as a fair value. 

A clean ear excites pride in the car crews, tends to make 
them more attentive to their personal appearance, their 
work more pleasant, and, in consequence, they will render 
better service to the company. An attractive and comfortable 
ear goes a long way toward making a satisfied passenger and 
a well-disposed public.^^ 

The committee estimates the gain under this head result- 
ing from yearly maintenance at ten cents per car per day. 
The final comparison of the results of yearly and bi-y early 
maintenance is presented in the following table of costs and 
credits : 

Summary op Costs and Credits 



Cabs Shopped Yeablt 

Cabs 

Shopped 

Bl-yE.<lELT 


Costs 

Credits 

Car body maintenance (for 10 
years) 

$585.14 



Interest, depreciation, taxes and 
insurance (for 10 years) on addi- 
tional equipment on account of 
being in shops four days per 
year more than when shopped 
bi-vearlv 

44.40 



Interest, etc., on increased shop 
room. 

10.40 



Reduced liability of accidents for 
five years at two cenis per day. . 
Five per cent saving in cost of car 
cleaning for five years 1 

$36.50 

84.65 


Value of car being more attractive 
and comfortable to passengersj 
(at ten cents per day for fivej 
years) . ! 


182.50 


Decreased depreciation on longer 
life of car body (ten per cent.) ... 


61.50 


Totals for ten years 

$639.94 

1365.15 

$554.49 

55.44 

Average per year 

63.99 

36.51 
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The claim of regular maintenance could not be more 
clearly presented than in the final results of this comparison, 
showing an advantage of $27.96 for the method of yearly 
shopping. From every standpoint eseept that of immediate 
saving, the policy of postponing maintenance is to be con- 
demned, not merely because of its effect upon the property 
maintained, but also because of the impaired operating effi- 
ciency which neglect of maintenance always brings in its 
train. 

Having established our rules for the financing of main- 
tenance, we have next to consider the financing of deprecia- 
tion. Shall the depreciation charges be annually deducted 
from income as are maintenance charges and sinking funds, 
or shall the directors be given a certain amount of liberty 
in concentrating these charges upon years of large earnings? 
The various public service commissions which have passed 
rules on the subject and the Interstate Commerce Commission 
are inclined to the opinion that depreciation should be a fixed 
rule. The Wisconsin commission, for example, provides that: 

Every electric railway shall carry a proper and ade- 
quate depreciation reserve to cover the full replace- 
ment of all tangible capital in service. There shall 
be opened a depreciation account, to which shall be 
charged monthly, crediting the depreciation reserve, an 
amomit equal to one twelfth of the estimated annual 
depreciation of the tangible capital in service of the 
railway, or as near that amount as the finances of the 
property will permit. 

On the other hand, the practical view of this subject is 
expressed by Mr. Frank E. Ford, of Ford, Bacon & Davis^^* 
electrical railway engineers, in a paper presented at the mid- 
year meeting of the American Street & Interurban Eailwaj 
Association on January 28, 1910: 

The depreciation fund is essentially a financial prob- 
lem, the solution of wnich is apparently by law left 
to the directors of the corporation as they are em- 
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powered to determine the amount of current income to 
be set aside for working capital and the amount of divi- 
dends to be declared. It is questionable if utilities com- 
missions can lawfully impose rules for the charging* of 
depreciation in cases where the physical property is 
fairly maintained and securities j)roperly issued. I be- 
lieve that no hard and fast rule can be laid down for 
charging* a fixed amount to such a fund month by month 
or year by year ; the proper amount to be charged should 
he known, and if in lean years this amount is not laid 
aside, in prosperous years the deficiency should be made 
up. It might even be necessary to use this fund for 
other purposes than renewal of physical property, due 
to business contingencies unforeseen. 


Mr. Ford’s view, while it may be endorsed when viewed 
solely from the standpoint of financial administration, must 
be considered obsolete in the light of income tax regula- 
tions. A tax of 10 per cent on corporation profits, to say 
nothing of excess-profits tax deductions at 20 and 40 per 
cent rates, make it imperative that every lawful deduction 
should be made from the income of each year. The text 
of the law’’ and its administration favor large deductions 
for depreciation, and, by implication, the building up of 
ample reserves, both for depreciation and other contin- 
gencies. If a company tries to concentrate its depreciation 
appropriations into years of large earnings, in order to 
take credit in its tax statements for excess depreciation, 
it must convince revenue officials that its allowances in 
former years were not sufficient, and this may be difficult 
to do more than once. It is far better to deduct the full 
amount allowed by law each year, and also to put as much 
as possible of these reserves into special funds immediately 
'available for replacements. By holding replacement funds 
in liquid form, a company will not merely be able to make 
its renewals at the time when costs of construction are 
lowest, but if these funds are continually being expended, 
at the time and in the manner indicated, earning power 
will steadily increase by the substitution of superior de- 
vices which may cost no more than those wMeb they dis- 
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place. A most salutary and commendable feature of the 
income tax law has been this encouragement which it offers 
to the building up and utilization of large reserves. 



CHAPTEE XVII 


FIXING THE PROPORTION OF PROFITS TO BE PAID OUT 
IN DIVIDENDS 

The third rule or principle ^hich we find to govern the 
dividend policy of well-managed companies is to pay out in 
oash dividends only a portion of the balance of income re- 
maining in any year available for distribution to stockholders. 
Even after a large surplus has been accumulated to safeguard 
the dividend rate^ and with the most careful management of 
the depreciation and renewal accounts, the amount of this 
balance for dividends/’ is subject to wide fluctuations, 
which, in view of the desirability of maintaining a fixed 
rate of dividend, makes the distribution of the entire amount 
in any year unwise. 

The earnings of a corporation are the resultant of three 
factors: (1) The volume of traffic or sales; (2) the rate 
or price at which the business is done; (3) the cost of opera- 
tion or production. A steel manufacturing company, for 
example, buys coke, pig iron and limestone and converts 
these products first into iron, and then into steel rails by 
purchasing the services of a number of employees, and ‘finally 
sells the product to the consumer. The formula for calculat- 
ing the profits of this company is as follows: ( Receipts from 
sales) — (cost of materials) (wages, salaries and general 
expenses) -[- (interest, rentals and taxes) (cost of ma- 
terials, machinery for replacements and new construction 
charged to depreciation). A variation in any of the items 
of expenses, unless accompanied by corresponding variation 
of receipts, will result in a fluctuation of profits. 

225 ■ 
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Stability of profits^ imder these circumstances^ is an im- 
possibility. The price of the product changes with the period- 
ical fluctuations of demand. The growing power of organ- 
ized labor as well as the inefficiency of labor when eniplo}mient 
is plentiful, makes labor cost uncertain. New inventions 
and improvements may require the company to discard large 
amounts of machinery. Only the items of general expense 
and interest charges can be regarded as factors of expense 
which can be reckoned with certainty. On the other hand, 
the receipts from sales are even more uncertain. In Sep- 
tember, 1907, for example, few anticipated that within three 
months the leading manufacturing plants of the country 
would be operating at one half of their normal capacity. 
The regular alternations of prosperity and depression, to 
say nothing of general breakdowns, such as befell the steel 
industry in 1908, or difficulties with organized labor, or 
advances of freight rates or tariff changes, any one of these 
uncertainties may come in to make a marked change, both 
in prices and the volume of sales. Here are two sets of profit 
variables, one disturbing calculations of expense, the other 
calculations of income. As a result of their interaction, 
every industry is subject to excessive variations of profits. 

We may illustrate from reports of the Baltimore & Ohio. 
The gross earnings of this company increased from 67.6 
millions in 1905 to 82.2 millions in 1907. Then came the 
panic and the depression, which reduced gross earnings to 
73.6 millions. Operating expenses, from 1905 to 1907, in- 
creased only ten millions. As a result, the net earnings of 
the company, the difference between gross earnings and oper- 
ating expenses, increased nearly five million dollars. On 
the other hand, from 1907 to 1908, operating expenses were 
hardly reduced at all, standing at fifty-four millions each 
year. Net earnings from operation of the Baltimore & Ohio 
declined from twenty-seven millions to nineteen millions, the 
exact amount of the decrease in gross earnings, in con- 
sequence. 
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These fluctuations in profits are even more serious in the 
case of industrial corporations. For example, the American 
Smelting & Eefining Company reported gross earnings of 
13.2 millions in 1907, and 9.4: millions in 1908, and the 
net earnings from operation of the TJnited States Steel Cor- 
poration which were 161 millions in 1907 to which figure 
they had increased from 119.7 millions in 1905, suffered a 
decline of approximately forty per cent during 1908, falling 
to 91.8 millions. This fluctuation of profits is not the same 
for all industries, nor is the rate of change the same for 
every corporation in each industry. The distinction between 
industries, in respect to the relative stability of their profits, 
we shall have present occasion to examine. For the time 
being, it is sufficient to note that these profit fluctuations do 
exist, and that they must be reconciled with the necessity of 
paying the regular dividend. 

In view of these irregular earnings, it is impossible for 
corporation directors to pay out all their earnings to stock- 
holders without making dividends unstable and damaging 
the financial standing of the company. To reconcile the 
necessity for stable dividends with the fact of unstable profits, 
the directors must pay out only such a percentage of profits 
as will leave a margin over the dividend requirements, assum- 
ing profits to fall to the lowest point which, in all reason- 
able probability, will be reached. A corporation should ascer- 
tain from its own experience, and from the experience of 
other companies similarly situated, what are likely to be the 
lowest earnings under the most unfavorable circumstances 
which it is likely to encounter, and then fix its dividend rate 
well below that point. In order to maintain a stable rate of 
dividend, a corporation should have its maximum dividend 
requirement always fall below its smallest earnings. If the 
opposite policy is adopted, large dividends will be paid out 
of large profits, small dividends out of small profits, and 
the value of the stock, as already explained, will be low and 
uncertain. 

Our next question concerns the percentage of profits 
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-which directors, having regard to the desirability of a stable 
(.dividend rate, can safely pay out to stockholders. The deter- 
imination of this proportion is a matter for the judgment of 
directors in each case to determine, having regard to the 
peculiar circumstances of their own company. There are, 
however, certain broad considerations on the basis of which 
a classification of companies, with reference to the proportion 
of surplus earnings which should be paid to stockholders, 
can be made. 

The percentage of average profits which can safely be 
paid out to stockholders varies with the regularity of its 
profits. To illustrate: a corporation, the difference between 
whose maximum and minimum profits over a period of years 
is fifty per cent, should pay out only half the proportion of 
annual earnings w^hich can be safely distributed by another 
corporation whose earnings fluctuate only twenty-five per 
cent. 

The stability of the earnings of a corporation depends 
primarily upon the steadiness of the demand for the product 
or service which it supplies. In manufacturing industry, this 
stability of demand is greatest in those corporations which 
produce the necessaries of life, such as sugar, oil and flour, and 
it declines as the article becomes less indispensable to the con- 
sumer. The percentage of average earnings which a lace 
or glove manufacturing company, for example, can safely 
pay to its stockholders is far less than that which a sugar 
or oil company produces. The fluctuations in the demand 
for all goods used in production, including machinery and 
materials, are also great. Iron and steel products, for ex- 
ample, are purchased that the buyer may make a profit 
by using these commodities in further production. Such 
articles as lathe, steel rails and structural steel are usually 
bought by producers who expect to make a profit by using 
them or reselling them. The strength of the demand for 
iron and steel depends, therefore, upon the movement of 
profits. 

As a general principle, rising prices always mean advanc- 



FIXING PEOPORTION OP PEOFITS 229 


ing profits to the industries concerned, and falling prices 
mean declining profits. The reason for this is that costs of 
production move more slowly than prices of the product, 
since they contain certain elements such as wages and inter- 
est, which change very slowly. Industries are, moreover, so 
closely joined together in the relations of producer and con- 
sumer that an increase in the prices and profits of one 
industry is quickly passed to the others. When the price of 
wheat, for example, is rising, the farmer’s profits go up, and 
with them his demand for agricultural implements, barbed 
wire, and nails. When the price of wdieat falls, these pur- 
chases are postponed to a more convenient season. Eising 
prices increase the volume of traffic, the earnings of the rail- 
roads, and the prices of their securities, enabling them to 
raise money for extensions and improvements, which improves 
the demand for a great variety of articles entering into the 
construction and equipment of railroads. On the other hand, 
when prices are falling, and the volume of business shrinks, 
railway earnings decline, the security market will take only 
high-grade bonds, and these only at low prices, the railroads 
have no margin in their earnings to make improvements, 
and their securities cannot be sold to advantage. It is then 
necessary to stop their extension and improvement work, and 
to curtail their expenditures for materials. The same in- 
fluence determines the demand for the products of all the 
metal industries, and also the demand for such articles as 
coal and lumber which are purchased for profit and not for 
the personal consumption of the buyer. The demand for 
these articles fluctuates widely and often wildly, correspond- 
ing to the alternations of business prosperity and business 
depression. Industries which produce production goods, there- 
fore, if properly managed, will be very conservative in their 
distribution of profits to stockholders. 

There is a wide difference between the profits of railway 
transportation companies and manufacturing companies, the 
instability of whose profits we have just been considering. 
The demand for the products of a single industry is limited 
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to a small portion of the total nnmher of eoimiiodities pro- 
duced. The demand for railway transportation, on the other 
hand, is represented by every commodity of commerce. The 
demand for transportation corresponds to the supply of com- 
modities. The broader is the demand for the products or 
service of an industry, the more stable are its earnings. A 
large and diversified demand is but slightly affected by any 
influence, but if this influence is left to operate by itself 
upon the price of a commodity or service, it produces wide 
fluctuations. The withdrawal of ten thousand gallons from 
a standpipe appreciably affects the level of water in the pipe. 
Withdraw the same amount from the reservoir, and the water 
level is scarcely affected. This analogy may be applied to 
explain the stability of the demand for railway transporta- 
tion as compared with the demand for coal, sugar, or iron. 
The railroad company is patronized by the producers of every 
commodity. What it loses in freight earnings from a decline 
in price or supply of one group of products, is often more 
than regained by advances in others. The manufacturing 
company, on the other hand, by producing, at the most, only 
a small number of products, has usually less compensation 
for a decrease in demand. Its earnings usually, therefore, 
show a larger effect from a fall in prices. 

The classified freight traffic of the Pennsylvania Eailroad, 
for example, includes thirty-six general classes of freight, 
some of which comprise thousands of individual articles, and 
each one of which contributes to the $153,564,528 of gross 
earnings which the company earned in 1909. Each one of 
these commodities is acted on by a variety of influences which 
affect its demand or supply, and which, through these factors, 
influence the profits of its producers. The production of 
anthracite coal is reduced by a strike. As a result the de- 
mand for bituminous coal is increased. A failure of the corn 
crop reduces the profits of the farmer and rancher. A cut 
in duties decreases the profits of the manufacturer, and a 
change in internal revenue duties affects the profits of the 
grower and distiller. Prices and profits are in a state of con- 
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stant change. No manufacturing industry can be certain of 
its earnings a year hence. 

Prom these disturbing influences^, however, the railway 
company is^ to a large extent, protected. The great variety 
of its traffic prevents rapid changes in the gross amount. 
Wliat is lost on one commodity is often regained on another, 
and the total tonnage is not reduced. This is well illustrated 
by a comparison of the gross earnings of the Pennsylvania 
Eailroad with those of the United States Steel Corporation. 
The one is the largest railroad system in the United States 
and one of the best managed, and the other is the largest and 
one of the best-managed and best-organized industrials. The 
steel corporation, moreover, manufactures a great variety of 
products, so that its demand would naturally be more stable 
than those of steel manufacturing companies whose profits 
are more narrowly specialized. It has also been able to main- 
tain for long periods stable prices for most of its products, 
and its supremacy in the steel trade since its organization 
has only recently been challenged. Competition, until the 
winter of 1909, has very slightly disturbed it, and yet the 
fluctuation of its gross earnings, compared with the Pennsyl- 
vania Eailroad, which appears in the following table, where 
the figures are stated in millions of dollars, is extreme. The 
figures for the Pennsylvania Eailroad are as follows, stated in 
millions of dollars: 


1902 

1903 

1904 

1905 

1906 

1907 

1908 


112 

122 

118 

133 

148 

164 

136 


and for the United States Steel Corporation as follows : 


1902 

1903 

1904 

1905 

1906 

1907 

1908 


500 

536 

444 

585 

696 

757 

482 
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The percentages of fluctuation from one year to another in 
the two companies are as follows : 


1 

Pennsylvania 

Railroad. 

United States 
Steel Cor- 
poration. 

1902 

15.15 


1903 

8.93 

7.20 

1904 

3.28 

17.16 

1905 

12.71 

31.76 

1906 ... 

11.28 

18.97 

1907 

10.81 

8.76 

1908 

17.08 

36.33 


Broadly speakings the distinction which has been indi- 
cated between railway and manufacturing industries holds 
good wherever it is applied. The demand for the transporta- 
tion services offered by some railw'ays, especially those which 
depend exclusively upon iron and steel or kindred industries, 
is more irregular than those of some manufacturing compa- 
nies — ^for example, gas or electric lighting companies or com- 
panies supplying certain food products which are regarded as 
necessaries of life. But as between the two classes of cor- 
porations, railroads and industrials, the comparison of sta- 
bility of demand favors the railroad, primarily because of the 
breadth of the demand for its products. 

The distinction between transportation and manufactur- 
ing industry, on the basis of the respective stability of their 
profits, is explained, not merely by varying conditions of de- 
mand, but by their respective liability to competition. A 
business in which competition prevails is certain to be a busi- 
ness of fluctuating prices. When demand is slack, the sell- 
ers, in their struggle to keep their plants in operation and 
their organizations employed, give the buyer concession after 
concession, which he very well knows how to extract by play- 
ing one seller against another. Then, when business revives, 
the producer, who has usually lost money during the depres- 
sion, takes immediate and full advantage of the opportunity 
to charge the highest price which the traffic will bear. These 
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higli prices, as soon as the low-price contracts with which 
large consumers have protected themselves expire, lead to the 
curtailment of demand and to another outbreak of competi- 
tion. When the steel industry, for example, was a competi- 
tive business, prices were highly irregular. In fact, for a 
long period there were no fixed prices on account of the 
rebates and discriminations; everything was uncertain, irreg- 
ular, and unstable. Tinder such conditions profits were not 
only reduced in the aggregate, but their fluctuations were 
enormous. From 1901 to 1909, however, under the domi- 
nance of the IJnited States Steel Corporation, which has 
controlled about sixty per cent of the production of finished 
material, and of whose power the smaller producers have 
stood in awe, stable prices have been maintained. The cor- 
poration has neither raised prices during periods of active 
demand — for example, in 1904, 1905, 1906, and 1907, when 
they could have materially advanced quotations — ^nor when 
business declined have they attempted the futile experiment 
of persuading the manufacturer half of whose plant is idle, 
or a railroad with one third of its equipment on the sidings, 
to invest large sums in steel products for extensions and im- 
provements by making concessions in price. By maintaining 
prices they have earned a larger margin of profits on a re- 
duced tonnage, and have protected their interest and pre- 
ferred dividends. 

From the influence of competition, the profits of the rail- 
way industry are almost fully protected. The railway com- 
pany enjoys a natural monopoly. After the territory through 
which its lines pass has been fully settled, and the local dona- 
tions of land and cash, upon which most American railways 
originally depended for their construction, have ceased, the 
building of competing lines becomes very difBcult. An im- 
portant deterrent to new railroad construction is the increas- 
ing cost of terminals. A recent illustration of this fact is the 
enormous expenditures of the Gould interests to put a line 
into Pittsburg, which it is claimed cost them $30,000,000, 
and which, because of their inability to connect with the lead- 
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ing industries of that city, and also because of the absence of 
an Eastern outlet which would enable them to compete for the 
bulk of the tonnage, has never been successful. Even where 
competition exists between the larger cities, the local traffic 
is generally free from this influence, and competition for 
through business, while effective in maintaining lower rates 
between competitive points, is nevertheless well regulated by 
uniform agreements, wdiich are well observed, presumably 
because the decline of traffic during periods of depression is 
not so severe as to incite a struggle for existence between 
railroads, and also because all forms of secret rate cutting, 
rebating, and discriminations are now prohibited by a Fed- 
eral criminal statute, which has been rigidly enforced in 
recent years. 

A few. years ago the attempt was made to permanently 
eliminate competition in the railway field by a system of 
community of interest by which one road purchased control, 
although not always a majority interest, in the stocks of its 
competitors. This system has been broken up by the enforce- 
ment of the Sherman Antitrust Law, but it lasted long, 
enough to enforce upon the railroads the necessity of agree- 
ment upon rates. "V^ffiile railway competition, so far as it re- 
lates to speed and character of service, still exists, competi- 
tion in rates has practically disappeared. 

The elimination of competition from manufacturing in- 
dustry, however, is exceedingly difficult. To return again to 
the United States Steel Corporation, which offered the best 
promise of accomplishing this result, we find that, during the 
winter of 1909, this attempt to control prices, although it 
w^as for the manifest interest of the trade, was completely 
broken down. The steel corporation at no time controlled 
two thirds of the steel production of the United States, but 
relied upon its control of raw materials and the influence 
which the dominant factor in the trade usually has upon 
the weaker members, to secure adherence to a policy of fixed 
prices. By uniting upon this policy, the small amount of 
business which was to be had was handled at .remunerative 
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prices, and the profits of all steel producers were much, larger 
than they would have been had they surrendered to the con- 
sumer at the outset of the depression. Little by little, how- 
ever, under the pressure of necessity, the independents broke 
away from the agreement, and cut prices in order to secure a 
larger share of the limited business available than they would 
have obtained had they followed the policy of the steel cor- 
poration in maintaining prices. At last this price cutting 
was seen to threaten the steel corporation with the loss of 
most of its business for the coming year. In self-defense it 
was compelled to announce an open market for steel. With 
this declaration, a portion of the benefits of combination, so 
far as these relate to the control of prices, were surrendered to 
the consumer. 

The failure of the attempt of the United States Steel 
Corporation to control prices, an attempt made under the 
most favorable auspices, with the strongest leadership, and 
apparently with the cordial cooperation of all members of the 
trade, shows that the maintenance of stable prices in the field 
of production goods, unless the ownership of an entire in- 
dustry can be secured by one producer, is difficult. Single 
ownership the Federal and State laws, as at present inter- 
preted, will not permit. 

In the field of consumption goods, where commodities are 
purchased directly by the consumer, monopoly is even more 
difficult to secure. The concentration of manufacture under 
the control of large corporations has worked for a larger 
measure of stability than was possible when an industry was 
carried on by a large number of productive units, but com- 
bination has thus far done no more than to mitigate the 
severity of competition. It has not been able to. do away 
with competition. 

These general differences between industries, however, do 
no more than furnish the starting point for the determina- 
tion of the pei'centage of profits which a given corporation 
can carry. Within each industry, a great diversity of condi- 
tions as to the strength of demand, costs of production, con- 



236 


COEPOEATIOIT FIEAjSTCE 


trol of raw materials, location in reference to markets, and 
a variety of other considerations are encountered. The exist- 
ence of these differences in conditions makes it impossible, 
without reference to the circumstances of the corporation in 
question, to determine the proportion of average profits which 
can safely be distributed to stockholders. 

Even within the industry whose profits are more stable 
than any other, the business of railway transportation, we 
find wide differences between the stability of profits of differ- 
ent railroads. The New England railroads — for example, 
the New York, New Haven & Hartford and the Boston & 
Maine — ^have a large percentage of passenger traffic which 
fluctuates little, and a high-class trafiSc of manufacturing 
goods and merchandise, which produces a stable revenue. In- 
dustrial conditions in this territory are very stable. The peo- 
ple, as a community, are well-to-do, and the New England 
States are affected in a much smaller degi'ee by an industrial 
depression than are many other communities. As a result of 
these conditions, the trafl&c and earnings of the New York, 
New Haven & Hartford and the Boston & Maine are subject 
to relatively slight fluctuations. Until these companies were 
forced by unwise management to suspend dividends in order 
to recuperate, they were able, with safety, to pay out much 
larger percentages of their relatively stable profits, than would 
have been safe for companies depending largely on coal or 
iron and steel traffic, or on grain and lumber traffic. 

But while it is impossible, for the reasons stated, to indi- 
cate, as between different industries, the percentages of prof- 
its which can be safely distributed in dividends, we may an- 
swer the question as 'to the proper amount of earnings which 
should be reserved for the protection of the dividend rate 
by reference to the practice of the most conservative railway 
and industrial companies. The Pennsylvania Railroad, for 
example, on an average of many years, has made it a rule 
that for every dollar paid out in dividends another dollar 
shall be put into the property. The Chicago & Northwestern 
has distributed about three fourths of its profits; the Great 
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Northern, a somewhat smaller percentage. The earnings of 
the railway business, with the possible exception of public 
service corporations located in a few of the larger cities, are, 
as we have seen, more permanent and stable than those of any 
other leading industry. In fixing the percentage of reserve 
required for corporations operating in industries where the 
stability of profits is less than in the railway industry, it is 
safe to require at least as large a proportion as that reserved 
by the strongest railway companies, since the nature of the 
railway business renders the earnings of long-established rail- 
way companies far more stable than the profits of even those 
manufacturing companies which are most firmly intrenched 
in the control of raw materials and in a stable demand for 
their product. 

On the basis of this principle, we may assume that no 
railroad company, outside of corporations so exceptionally 
situated as axe the railroads in Southern New England, can 
safely pay out in dividends, on an average of ten years, more 
than three fourths of its profits, and that the percentage of 
cash distributed by industrial corporations should not be more 
than fifty per cent of the average profits. The implication of 
this rule is, of course, that during periods of large profits a 
much higher percentage than fifty per cent must be reserved 
for the stock. As a general proposition, a corporation which 
follows the rule of a dollar for the company and a dollar for 
the stockholder is on the way to an investment position for 
its stock. In cases where the industry is exposed to excep- 
tionally wide fluctuations of profits even a larger percentage 
must be reserved. The balance reserved for the company is 
invested for its benefit, the accumulation of this annual in- 
vestment raising the earning capacity of the company so that 
a higher dividend rate can eventually be paid. As the divi- 
dends increase, however, the surplus should also increase, 
both dividends and surplus, with ordinary good management, 
moving upward, and the stockholders profiting, not merely 
from the increase in dividends, but from their greater 
eurity in any rate of dividend once attained. 
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THE METHODS OF DISTEIBUTING THE SUEPLUS 

What now is the relation of this surplus appearing on the 
balance sheet to the rate of dividend ? May it be drawn upon 
in case of emergency to make up a deficit in income? May 
it be distributed in large amounts as special dividends to 
stockholders^ or can the stockholders hope for no greater ben- 
efit from this accumulation out of profits than their propor- 
tion of the addition which will be made to the income of the 
company as a result of the investment of its profits ? In the 
majority of companies the only service which the surplus 
accumulated out of profits renders to the dividend rate is to 
increase the amount of annual profits, which furnishes the 
basis for the amount of dividends declared. It may, how- 
ever, in some cases serve as a fund out of which deficits in 
the amount necessary to pay the regular dividend may be 
made up, either by direct withdrawal or by borrowing. The 
surplus may also, from time to time, be directly distributed 
to stockholders, in a lump sum, as a special dividend. These 
various methods of utilizing the surplus we have now to ex- 
amine. 

The surplus of a corporation may be used as a source of 
dividends to its stockholders, aside from its service in increas- 
ing the net earnings of the business, in the following ways : 
The company may, during a season of depression, draw down 
its surplus by reducing its cash working capital for the pur- 
pose of making up a temporary deficiency in revenue. It may 
accomplish the same result by negotiating a temporary loan, 
which will be returned out of the income of a later period of 
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the year. This method of borrowing money to meet divi- 
dendS;, when receipts are irregularly distributed throughout 
the year, is very common. It is a legitimate practice. If 
the revenues are in sight, a bank will lend money to a cor- 
poration to anticipate those revenues, no matter if the pro- 
ceeds of the loan are to be immediately distributed to the 
stockholders in the form of a dividend. 

The second method of distributing surplus directly to the 
stockholders is employed when a company may have acquired 
in the course of its business certain assets with which it can 
readily dispense, such, for example, as coal-mining or express 
companies, or land companies. The stocks representing these 
concerns may be held in the treasury of the parent company, 
and the dividends received on these stocks may be added to 
the other income of the parent company, and merged into its 
general surplus available for distribution. In case it is expe- 
dient or convenient for the corporation to divest itself of the 
control of these properties, the stocks or bonds issued by the 
subsidiary companies may be distributed to the stockholders 
of the parent company as a special dividend. 

An illustration of this method is furnished by the 
distribution of the Great Northern Ore Certificates to the 
stockholders of the Great Northern Railway Company. Cer- 
tain iron-ore lands in Minnesota had been acquired in the 
interest of the Great Northern Railway by Mr. James J. Hill, 
. then its president, and his associates. These properties, ag- 
gregating about 60,000 acres, were located in the Missabe dis- 
trict of Minnesota. They were controlled by the corporation 
known as the Lake Superior Company, Ltd., controlled by 
the Great Northern Railway. The properties were trans- 
ferred in the autumn of 1906 to Mr, James J. Hill, Louis W. 
Hill, and E. T. Nichols, as trustees, and 1,500,000 shares of 
permanent beneficial interest in the trust were issued in De- 
cember, 1906, to the Great Northern stockholders. In Au- 
gust, 1906, a lease was executed to the Great Western Mining 
Company, guaranteed by the United States Steel Corpora- 
tion, covering 39,295 acres of this land. The Great Western 
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Mining Company agreed to extract 750,000 tons of ore in 
1907, with an increase of 750,000 tons annually, until a max- 
imum annual extraction of 8,250,000 tons was reached in 
1917. The least fixed the net royalty for each ton of ore deliv- 
ered at the dock by the Great Northern at $.85, and, after 
deducting eighty cents per ton as freight to the railroad com- 
pany for transporting the ore, the balance is distributed to 
the holders of trust certificates at least once a year. These 
certificates were immediately distributed by the trustees to 
the Great Northern stockholders as a special dividend. This 
lease has since been terminated. 

It has long been the policy of the Great Northern to keep 
its dividend at seven per cent. Had these ore certificates been 
placed and held in its treasury and added to the regular 
dividends, this rate would have been exceeded. The lease pro- 
tected the railway company in the transportation of the ore 
to be mined under the lease. It could, therefore, without 
danger of losing control of this traffic, distribute the certifi- 
cates of beneficial interest in the lease as a special dividend to 
the stockholders. This would have been a direct distribution 
of its surplus by the Great Northern Eailroad Company. 

A portion of the surplus may be put into a dividend reserve 
fund, withdrawn from the working capital of the business, and 
so invested that it cannot be drawn upon without impair- 
ing the efficiency of the corporation. Unless the dividend 
reserve fund is so built up, the assets of the company can- 
not be directly utilized to make up a deficiency in earnings. 
A railroad company, for example, has invested its surplus 
in equipment, or in improvements to its line, or in securi- 
ties of corporations. It also carries a certain cash balance. 
It cannot sell any of these properties or assets without im- 
pairing its efficiency. The investment of surplus funds in 
the business of the corporation merges and identifies them 
with the general assets of the company, which are used for its 
general corporate purposes, and which, unless the stockholder 
decides to wind up its affairs and to pay its debts and divide 
the balance, are not available for distribution. If, however, 
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a company adopts the policy of maintaining a dividend re- 
serve fund, it may utilize its surplus directl}^ to make up 
deficiencies in revenue. 

When a dividend reserve fund is established, an amount 
is withdravTi each year from the working capital of the busi- 
ness, and invested in securities which are held merely as in- 
vestments, and which do not represent the control of the prop- 
erties necessary to the business of the company. In a year 
of small profits, a portion of these securities can be sold, or 
they can be hypothecated for a loan, and the regular dividend 
can thus be paid. This plan is in effect the averaging of 
pajnnents out of surplus over a period of years — the same 
principle as that followed by many companies in insuring 
fheir own plants. 

An illustration is furnished by the Cunard Company, 
which, over the twenty years ending 1902, out of £4,650,380 
of profits earned, paid only 18.8 per cent to the owners of 
■the company and added 81.2 per cent to the various reserves 
which the company maintained. A large amount of this 
money withheld from the stockholders was invested in good 
securities, and during four bad years, from 1892 to 1895, 
these reserves were drawn upon for dividends. Of the 
£64,000 which was paid out to stockholders during these 
years, £55,000 came from the reserves. The maintenance of 
a dividend reserve fund is justifiable for corporations, such 
as ocean transportation companies, whose profits are subject 
to wide fluctuations. As a general proposition, however, the 
maintenance of these funds cannot be approved. The reason 
is the same as that which can be urged against maintenance 
of sinking funds — ^the fact that money invested in securities 
can earn at the best 4^ or 5 per cent, while if invested in the 
business its earnings are much larger. A growing company 
has alwa 3 'S need of new capital to expand its business, and 
save in exceptional cases such as the one just described, -it is 
bad policy to maintain any portion of its surplus in a form 
from which it can be directly distributed to the stockhold- 
ers. It is better that the annual reservations from profits 
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should be merged into the general assets of the company, 
since in this way they will contribute to the increase of its 
profits and property. 

With the exception of the three methods described — 
temporary reduction of working capital, distribution of 
assets for which the corporation has no further use, and 
payment of dividends out of a dividend reserve fund — 
direct distribution of the accumulations of the surplus of a 
corporation is not possible. The surplus has become an 
integral part of the property of the company, merged into 
general assets, increasing in time the annual profits in 
which stockholders participate, but not available as a fund 
of assets for immediate distribution to stockholders. The 
company cannot sell- any part of its plant to pay a divi- 
dend or dispose of any securities held in order to control 
corporations which these securities represent, nor impair 
its working capital, to make a distribution to stockholders. 
The distribution of the surplus must usually be made, if at 
all, by increasing liabilities rather than by reducing assets, 
by the indirect rather than the direct method. 

We have described the surplus as the difference between 
assets and liabilities, which appears on the liability side of 
the balance sheet This surplus can be reduced, not dis- 
tributed, either by reducing the assets or by increasing lia- 
bilities. In either case, the difference between assets and 
liabilities is reduced, and if the corporation issues stock or 
bonds directly to stockholders, or sells these securities and 
pays out the proceeds as special dividends, it may, without 
impairing its general assets or crippling in any way the 
efficiency of its plant, distribute its surplus to its stock- 
holders. 

The usual method of distributing the surplus— although 
if we understand the surplus as consisting of assets it is 
really no distribution, but merely a reduction— is to de- 
clare a stock dividend. The method of doing this, and the 
reason for doing it are both shown in the following resolu- 
tion of the directors of the American Tobacco Company : 
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I Whereas, in the judgment of this board, it is to the 

I interest of this Company to capitalize a substantial 

I amount of its surplus so that it may permanently remain 

I invested in the business, to accomplish which purpose the 

I most convenient method is by the distribution of a stock 

f dividend among its stockholders out of the authorized 

and unissued Common Stock of the Compan 3 ^ 

I Therefore Be It Resolved (1) That there be and hereb^^ 

! is declared a stock dividend on the Common Stock and 

t Common Stock of this Company of 75%, payable in 

I Common Stock at par on August 1, to holders of 

\ record July 15. 

I (2) That on August 1 there be transferred from sur- 

I plus to capital account an amount equal to 75% of the 

* total par value of Common Stock and Common Stock 

I “B” outstanding Julj" 15, 1920, and certificates of Com- 

f mon Stock equalling at par said 75% or warrants 

I therefor, shall on August 1 be distributed pro rata 

I among the holders of record July 15 of said Common 

Stock and Common Stock ^B.^' 

The business reason in most eases of stock dividends is 
the desire of the directors to retain cash in the business 
for purposes of its development. If they distribute a cash 
: dividend and simultaneously offer to their stockholders an 

I amount of stock equal to the dividend, it is by no means 

\ certain that all the stock will be taken. If, on the other 

I hand, the directors hold their cash, and distribute stock,. 

I they are in the same position as if all the stockholders 

I under the first supposition had received their cash divi- 

• dend and had immediately endorsed the checks over to the 
corporation in pa^unent for stock. 

f Another, and at present a controlling reason, is the 

I bearing of the stock dividend upon the sur-tax upon in- 

f dividual incomes. Out of the heavy business of the last 

I five years, corporations, with few exceptions, have taken 

t enormous profits; and these profits are in many eases in 

liquid form, available for immediate distribution. Before 
the imposition of heavy income taxes, large cash disburse- 
ments out of these profits would have been made. These 
! corporations, however, are for the most part controlled by 

rich men. To men in this position the payment of a large 
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cash dividend, wliicli is added to their taxable income, is a 
calamity. Suppose, for example, that a man has $60,000 
income derived from $500,000 of stock paying 6 per cent 
dividends, plus a salary of $20,000. In addition to the nor- 
mal tax of 4 per cent on the first $4,000 of taxable income, 
and 8 per cent on the excess over that amount, paid on the 
$20,000 salary, the stockholder pays a sur-tax of $8,110. 
Now assume that the corporation has a large cash surplus 
which it desires to distribute. Our stockholder's share will 
be $40,000 in addition to the $40,000 which he is now 
receiving, making his total income $100,000. On this 
amount his total sur-tax will be $23,510. In other wnrds, 
over $15,000 of the $40,000 of the special dividend wull 
be paid out in sur-tax. 

Now suppose that instead of paying out $40,000 cash 
to the stockholder, the corporation issues to him $40,000 
of 6 per cent stock. His income is increased by only $2,400, the 
standard rate return on $40,000, and his sur-tax is only in- 
creased to $9,900. In other words, by the first method he has 
only $24,600 to invest, which at 6 per cent will bring him in 
$1,476 per year, while from the return on his stock dividend 
he will receive $2,400, gaming $924 in annual . income by 
substituting the stock dividend for the cash dividend. 

With men of great wealth, who are in receipt of enor- 
mous taxable incomes, and whose sur-taxes run to 65 per 
cent, large cash distributions are out of the question. In- 
deed, it is a striking tribute to their honesty and fairness to 
the stockholders of the companies which they control that 
their dividends are not reduced, or indefinitely deferred. 

The exclusion of stock dividends from incomes by the 
recent decision of the Supreme Court was rightly con- 
sidered a most valuable concession to the men of large in- 
comes, although, of course, no such consideration influenced 
the minds of the majority. The essential parts of this 
opinion are as follows :^ 


1 Eisner V. Maeomber — No. 318. Decided, Marcli 8. 1920. 
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On January 1, 1916, tlie Standard Oil Company of 
California, a corporation of that State, out of an authorized 
capital stock of $100,000,000, had shares of stock outstand- 
ing, par value $100 each, amounting in round figures to 
$50,000,000. In addition, it had surplus and undivided 
profits, amounting to about $45,000,000, of which about 
$20,000,000 had been earned prior to March 1, 1913. In 
January, 1916, the directors decided to issue shares suffi- 
cient for a stock dividend of 50 per cent of the stock, and 
to transfer from surplus account an amount equivalent to 
such issue. 

Myrtle Macomber, being the owner of 2,200 shares of 
the old stock, received certificates for 1,100 additional 
shares, of which 18.07 per cent, or 198.77 shares, par value 
$19,877, were treated as representing surplus earned be- 
tween March 1, 1913, and January 1, 1916. She was 
forced to pay, under protest, a tax imposed under the 
Revenue Act of 1916, based upon a supposed income of 
$19,877 because of the new shares ; and she brought action 
against the Collector to recover the tax. In her complaint 
she contended that in imposing such a tax the Revenue 
Act of 1916 violated those sections of the Constitution of 
the United States requiring direct taxes to be apportioned 
according to pppulation, and that the stock clividend was 
not income within the meaning of the Sixteenth Amend- 
ment. The Supreme Court decided against the Collector 
of Internal Revenue. 

^^We are constrained to hold that the judgment of the 
District Court must be affirmed because a reexamination of 
the question, with the additional light thrown upon it by 
elaborate arguments, has confirmed the view that the under- 
lying ground of that decision^ is soimd, that it disposes 

1 Towne v. Eisner, 245 U. S. 418, where it was held that a stock divi- 
dend made against surplus earned prior to January 1913, was not 
taxable as income. 
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of the question here presented and that other fundamental 
considerations lead to the same result. 

^'The fundamental relation of ‘capitah to income’ 
has been much discussed by economists, the former being 
likened to the tree or the land, the latter to the fruit or 
the crop ; the former depicted as a reservoir supplied from 
springs, the latter as the outlet stream, to be measured by 
its flow during a period of time. For the present purpose 
we require only a clear definition of the term income,’ 
as used in common speech, in order to determine its mean- 
ing in the Amendment; and, having formed also a correct 
judgment as to the nature of a stock dividend, we shall 
find it easy to decide the matter at issue. . . . ^Income may 
be defined as the gain derived from capital, from labor, 
or from both combined, provided it be understood to in- 
clude profit gained through a sale or conversion of capital 
assets. ’ . . . Brief as it is, it indicates the characteristic and 
distinguishing attribute of income essential for a correct 
solution of the present controversy. The Government, al- 
though basing its argument upon the definition as quoted, 
placed chief emphasis upon the word ^gain,’ which was 
extended to include a variety of meanings ; while the signifi- 
cance of the next three words was either overlooked or 
misconceived. ^Derived — from — capitaV; — ‘ the gain — de- 
rived — from — capital/ etc. Here we have the essential 
matter: not a gain accruing to capital, not a growth or 
increment of value in the investment ; but a gain, a profit, 
something of exchangeable value proceeding from the 
property, severed from the capital however invested or 
employed, and coming in, being ^derived,’ that is, re- 
ceived or drawn by the recipient (the taxpayer) for Ms 
separate benefit and disposal;— if Auif is income derived 
from property. Nothing else answers the description. 

^^The same fundamental conception is clearly set forth 
in the Sixteenth Amendment — ^incomes, from whatever 
the essential thought being expressed 
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with a conciseness and lucidity entirely in harmony with 
the form and style of the Constitution. 

^^Can a stock dividend, considering its essential char- 
acter, he brought within the definition f To answer this, 
regard must be had to the nature of a corporation and the 
stockholder’s relation to it. We refer, of course, to a 
corporation such as the one in the case at bar, organized 
for profit, and having a capital stock divided into shares 
to w^hich a nominal or par value is attributed. 

Certainly the interest of the stocJ^holder is a capital 
interest, and his certificates of stock are but the evidence 
of it. They state the number of shares to which he is 
entitled and indicate their par value and how the stock 
may be transferred. They show that he or his assignors, 
immediate or remote, have contributed capital to the enter- 
prise, that he is entitled to a corresponding interest pro- 
portionate to the whole, entitled to have the property and 
business of the company devoted during the corporate 
existence to attainment of the common objects, entitled 
to vote at stockholders’ meetings, to receive dividends out 
of the corporation’s profits if and when declared, and, in 
the event of liquidation, to receive a proportionate share 
of the net assets, if any, remaining after paying creditors. 
Short of liquidation, or until dividend declared, he has no 
right to withdraw any part of either capital or profits 
from the common enterprise ; on the contrary, his interest 
pertains not to any part, divisible or indivisible, but to the 
entire assets, business, and affairs of the company. Nor 
is it the interest of an owner, since the corporation has 
full title, legal and equitable, to the whole. The stock- 
holder has the right to have the assets employed in the 
enterprise, with the incidental rights mentioned; but, as 
stockholder, he has no right to withdraw, only the right 
to persist, subject to the risks of the enterprise, and look- 
ing only to dividends for his return. If he desires to 
dissociate himself from the company he can do so only by 
disposing of his stock. . . . . • 
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tlie present ease, the corporation had surplus and 
undivided profits invested in plant, property, and business, 
and required for the purposes of the corporation, amount- 
ing to about $45,000,000, in addition to outstanding capi- 
tal stock of $50,000,000. In this the case is not extraordi- 
nary. The profits of a corporation, as they appear upon 
the balance sheet at the end of the year, need not be in 
the form of money on hand in excess of what is required 
to meet current liabilities and finance current operations 
of the company. Often, especially in a growing business, 
only a part, sometimes a small part, of the yearns profits 
is in property capable of division; the remainder having 
been absorbed in the acquisition of increased plant, equip- 
ment, stock in trade, or accounts receivable, or in decrease 
of outstanding liabilities. When only a part is available 
for dividends, the balance of the yearns profits is carried to 
the credit of undivided profits, or surplus, or some other 
account having like significance. If thereafter the com- 
pany finds itself in funds beyond current needs it may 
declare dividends out of such surplus of undivided profits ; 
otherwise it may go on for years conducting a successful 
business, but requiring more and more working capital 
because of the extension of its operations, and therefore 
unable to declare dividends approximating the amount of 
its profits. Thus the surplus may increase until it equals 
or even exceeds the par value of the outstanding capital 
stock. This may be adjusted upon the books in the mode 
adopted in the ease at bar — ^by declaring a ^ stock divi- 
dend.’ This, however, is no more than a book adjustment, 
in essence not a dividend but rather the opposite; no part 
of the assets of the company is separated from the com- 
mon fund, nothing distributed except paper certificates 
that evidence an antecedent increase in the value of the 
stockholder’s capital interest resulting from an aeeumula- 
tion of profits by the company, but profits so far absorbed 
in the business as to render it impracticable to separate 
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them for withdrawal and distribution. In order to make 
the adjustment, a charge is made against surplus account 
with corresponding credit to capital stock account equal 
to the proposed 'dividend’; the new stock is issued 
against this and the certificates delivered to the existing 
stockholders in proportion to their previous holdings. This, 
how^ever, is merely bookkeeping that does not affect the 
aggregate assets of the corporation or its outstanding lia- 
bilities; it affects only the form, not the essence, of the 
'liability’ acknowledged by the corporation to its own 
shareholders, and this through a readjustment of accounts 
on one side of the balance sheet only, increasing 'capital 
stock’ at the expense of 'surplus’; it does not alter the 
preexisting proportionate interest of any stockholder or 
increase the intrinsic value of his holding or of the aggre- 
gate holdings of the other stockholders as they stood be- 
fore. The new certificates simply increase the number of 
the shares, with consequent dilution of the value of each 
share. 

"A 'stock dividend’ shows that the company’s accumu- 
lated profits have been capitalized, instead of distributed 
to the stockholders or retained as surplus available for 
distribution in money or in kind should opportunity offer. 
Par from being a realization of profits of the stockholder, 
it tends rather to postpone such realization, in that the 
fund represented by the new stock has been transferred 
from surplus to capital, and no longer is available for 
actual distribution. 

"The essential and controlling fact is that the stock- 
holder has received nothing out of the company’s assets 
for his separate use and benefit; on the contrary, every 
dollar of his original investment, together with whatever 
accretions and accumulations have resulted from employ- 
ment of his money and that pf the other stockholders in 
the business of the company, still remains the property of 
the company, and subject to business risks which may result 
in wiping out the entire investment. Having regard to the 
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very truth of the matter, to substance and not to form, he 
has received nothing that answers the definition of income 
within the meaning of the Sixteenth Amendment. 


^‘It is said that a stockholder may sell the new shares 
acquired in the stock dividend; and so he may, if he can 
find a buyer. It is equally true that if he does sell, and 
in doing so realizes a profit, such profit, like any other, is 
income, and so far as it may have arisen since the Six- 
teenth Amendment is taxable by Congress without appor- 
tionment. The same would be true were he to sell some of 
his original shares at a profit. But if a shareholder sells 
dividend stock he necessarily disposes of a part of his 
capital interest, just as if he should sell a part of his old 
stock, either before or after the dividend. What he retains 
no longer entitles him to the same proportion of future 
dividends as before the sale. His part in the control of 
the company likewise is diminished. Thus, if one holding 
$60,000 out of a total $100,000 of the capital stock of a 
corporation should receive in common with other stock- 
holders a 50 per cent stock dividend, and should sell his 
part, he thereby would be reduced from a majority to a 
minority stockholder, having six-fifteenths instead of six- 
tenths of the total stock outstanding. A corresponding 
and proportionate decrease in capital interest and in vot- 
ing power would befall a minority holder should he sell 
dividend stock; it being in the nature of things impossible 
for one to dispose of any part of such an issue without a 
proportionate disturbance of the distribution of the entire 
capital stock, and a like diminution of the seller’s com- 
parative voting power— that 'right preservative of rights’ 
in the control of a corporation. Yet, without selling, the 
shareholder, unless possessed of other resources, has not 
the wherewithal to pay an income tax upon the dividend 
stock. Nothing could more clearly show that to tax a 
stock dividend is to tax a capital increase, and not income, 
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than this demonstration that in the nature of things it 
requires conversion of capital in order to pay the tax. 

'^Throughout the argument of the Government, in a 
variety of forms, runs the fundamental error already men- 
tioned— a failure to appraise correctly the force of the 
term 'income’ as used in the Sixteenth Amendment, or 
at least to give practical effect to it. Thus, the Govern- 
ment contends that the tax 'is levied on income derived 
from corporate earnings,’ when in truth the stockholder 
has 'derived’ nothing except paper certificates which, so 
far as they have any effect, deny him present participation 
in such earnings. It contends that the tax may be laid 
when earnings 'are received by the stockholder,’ whereas 
he has received none; that the profits are 'distributed by 
means of a stock dividend,’ although a stock dividend dis- 
tributes no profits; that under the Act of 1916 'the tax 
is on the stockholder’s share in corporate earnings,’ when 
in truth a stockholder has no such share, and receives none 
in a stock dividend; that 'the profits are segregated from 
his former capital, and he has a separate certificate repre- 
senting his invested profits or gains,’ whereas there has 
been no segregation of profits, nor has he any separate 
certificate representing a personal gain, since the certifi- 
cates, new and old, are alike in what they represent — a 
capital interest in the entire concerns of the corporation. 

"We have no doubt of the power or duty of a court to 
look through the form of the corporation and determine 
the question of the stockholder’s right, in order to ascer- 
tain whether he has received income taxable by Congress 
without apportionment. But, looking through the form, 
we cannot disregard the essential truth disclosed; ignore 
the substantial difference between corporation and stock- 
holder; treat the entire organization as unreal; look upon 
stockholders as partners, when they are not such; treat 
them as having in equity a right to a partition of the cor- 
porate assets, when they have none; and indulge the fiction 
that they have received and realized a share of the profits 
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of the company which in truth they have neither received 
nor realized. We must treat the corporation as a substan- 
tial entity separate from the stockholder, not only because 
such is the practical fact but because it is only by recog- 
nizing such separateness that any dividend— even one paid 
in money or property— can be regarded as income of the 
stockholder. Did we regard corporation and stockholders 
as altogether identical, there would be no income except 
as the corporation acquired it; and while this would be 
taxable against the corporation as income under appro- 
priate provisions of law, the individual stockholders coul 
not be separately and additionally taxed with respect to 
their several shares even when divided, since if there were 
entire identity between them and the company they could 
not be regarded as receiving anything from it, any more 
than if one’s money were to be removed from one pocket 
to another/’ 


CHAPTER XIX 


THE PROVISION OF NEW CAPITAL 

Every prosiDeroiis corporation is continually adding to its 
plant in order to increase its profits. The extent of these 
additions to plant may be seen by comparison of the item 
cost of plant in the case of a number of our leading cor- 
porations over a period of years. Such a comparison appears 
in the following table : 



1900 j 

1907 

Pennsylvania Railroad 

$125,789,918.95 1 
125,969,036.90 
218,302,680.50 
130,520,818.00 i 
3,400,002.00 

1,232,585,197.10 

41,142,251.00 

i 

$291,061,204.00 

165.066.928.00 

259.148.727.00 

373.951.998.00 
9,000,000.00 

1,435,540,068.00 

53,592,166.00 

Baltimore & Ohio * 

Chicago, Milwaukee & St. Paul . 
Union Pacific 

General Electric 

United States Steel Corporation! 
1901 

Republic Iron & Steel Co. ...... 



Taking all the railroads of the United States, we find 
that their cost of road and equipment increased from 1900 
to 1907, inclusive, $2,879,800,000. Every prosperous corpo- 
ration, whether the fact appears in its balance sheet or not, 
has followed a similar line of development. Its productive 
assets are steadily growing, more rapidly during some periods 
than at others, but increasing to some extent in every year 
of its existence. 

The distinction between an expenditure which should be 
charged to operating expense, and an expenditure which 
should be charged to capital and appear as an increase in 
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some asset account, is found in the fact that an exj^enditure^ 
to be properly capitalized, should result in a certain and ap- 
proximately definite increase in the profits of the company, 
an increase which is more than sufficient to pay interest or 
dividends, at the rate paid by the company on its existing 
liabilities, on the amount necessary to make the improve- 
ment. From the class of expenditures which can be prop- 
erly capitalized, on the basis of this definition, the so-called 
betterment expenditures should be excluded. While better- 
ments may result in decreasing the operating expenses of a 
company, the amount of the increase is usually uncertain, 
and, as has already been shown, the necessities of competi- 
tion and the demands of the public and of the consumer 
for improved service and better products, make it prudent 
and even necessary for a well-managed company to charge 
into their current operating expenses large amounts tepre- 
senting the cost of raising their property to higher standards. 
An expenditure is capitalized when it is added to some asset 
account, appearing also on the liability side of the balance 
sheet either as an addition to stocks, bonds, unfunded debt, 
surplus, or some one of the reserves which may be carried. 
Capitalized expenditures should result in positive additions to 
the business of the company. The construction, for example, 
of a new mill, or the purchase of railway equipment, or the 
construction of lines into new territory, are examples of ex- 
penditures which could be properly capitalized. On the other 
hand, under ordinary conditions, such expenditures as the sub- 
stitution of heavy rail for light rail, the rebuilding of locomo- 
tives, the elevation of tracks to increase the speed and safety 
of passenger traffic, the improvement of passenger stations, 
the substitution for out-of-date machine tools of new shop 
equipment, are properly betterments, and their cost should 
be clearly segregated in the asset accounts. 

The influence which is most effective in forcing a cor- 
poration into the policy of expanding its plant is the neces- 
sity of guarding against the encroachment of competitors by 
oeeupying the territory bordering the business on which 
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these competicors would thrive. If the demand for its prod- 
ucts or services increases, the corporation must enlarge its 
facilities to supply the demand; if it does not, and competi- 
tors are permitted to occupy the new territory without a 
struggle, there is danger that they may follow up this con- 
quest by an approach to closer quarters. A forcible illustra- 
tion of the reasons for providing additional capital funds is 
given in a circular letter of the president of the Central 
Union (Bell) Telephone Company to the stockholders in 
1901, at the time when the Bell company was embarking on 
its policy of expansion : 

After two months^ investigation I find it imperatively 
necessary that at least $3,000,000 be provided without delay. 
The people of the states of Illinois, Indiana, Ohio, and Iowa 
want telephone service. Will you supply it, or must some 
one else? Are you doing it with fewer than 70,000 stations? 
Ho. When you have 300,000 exchange stations, then you 
have a good start, not before. When you have 150,000 ex- 
change stations, at proper rates, you will have a plant upon 
which you can earn something with which to build up th^ 
second 150,000. With your present 70,000 stations, you can- 
not build up anything except opposition. You are not sat- 
isfying the public, because your system does not reach far 
enough. There ‘are scores of villages and small towns, taken 
as a whole, that should have 50,000 telephones, and in which 
the company has not one single instrument. What you want 
done must be done now. Later on, and a very little later at 
that, will be too late.’^ 

A recent illustration of the truth of the observations con- 
tained in this circular came under the writer’s observatioj^ 
in Hammonton, H. J., a town of about 4,000 people. The 
Bell Telephone Company had exclusive possession of the field; 
there were only about twenty-five stations in the town ; 
instruments were ' antiquated, the service wretched, the rates 
high. Since the Bell company showed no disposition to im- 
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prove matters^ the citizens of the town organized a company, 
raised $20,000, and installed an exchange, which now serves 
300 subscribers and which furnishes a considerable amount 
of long-distance business to the competitor of the Bell com- 
pany. The Bell company could easily have had these 300 sub- 
scribers if they had shown proper enterprise. As it is, the 
business of this community is practically lost to them. 

Closely allied to considerations of necessity are the con- 
siderations of financial advantage which are offered to every 
prosperous corporation in the enlargement of its plant or the 
extension of its control over other corporations. These ad- 
vantages are as follows: First, the restriction or regulation 
of competition, by which rates or prices may be increased; 
second, the enlargement and improvement of the plant to 
handle increasing business at a lower cost; third, the ex- 
penditure of money to develop the territory and to enlarge 
the sales of the company. The policy of the Pennsylvania 
Eailroad since 1900 furnishes illustrations of the realization 
of each of these advantages by a progressive corporation. In 
1900 the capital liabilities of the Pennsylvania Eailroad in- 
creased $72,838,475; in 1901, $31,379,637; in 1902, $52, 829,- 
284; in 1903, $125,973,000— a total increase of $283,020,396 
in the assets of the company within four years. This was 
followed in 1904, 1905, and 1906 by further increases of $136,- 
217,897. The money which the Pennsylvania Eailroad re- 
ceived and spent from 1900 to 1906 was sufficient to build and 
fully equip, at $60,000 per mile, a trunk line railway of 6,987 
miles in extent. It is an amount far greater than the capital 
liabilities of most of the larger railroad companies in the 
United States. 

When this increase of the Pennsylvania’s capital is ana- 
lyzed, and when the purposes to which the funds were applied 
are understood, this large increase of capital is seen to have 
been not merely warranted by the earning power of the com- 
pany’s property, but imperatively demanded by the competi- 
tive situation in the trunk line territory and by the growth 
of the traffic which was pressing for immediate shipment. 
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The purposes for which the funds obtained by this increase 
of capital w’ere devoted were three: (1) the purchase of a 
dominant interest in the stocks of the Baltimore & Ohio, the 
Norfolk & Western, the Chesapeake & Ohio, the Western 
New York & Pennsylvania, and the Long Island railroads ; 
(2) the improvement and enlargement of the physical prop- 
erty of the Pennsylvania Eailroad Company; (3) the building 
of extensive terminal improvements in New York City, in- 
volving the construction of a tunnel passing under Manhattan 
Island and connecting New Jersey with Long Island, and a 
large passenger station on Manhattan Island. 

The inauguration of the policy of purchasing securities 
of competing lines was foreshadowed in the report of 1899; 

While the growth of your traffic and its successful move- 
ment are subjects for congratulation, your board has to 
report a further reduction in the average ton mile rate. 
For years, the compensation of the trunk lines for moving 
freight traffic has steadily decreased. As may be supposed, 
railway managers have not seen this reduction without seri- 
ous concern, or without making strenuous efforts to check the 
downward movement. These efforts have met with but little 
-success. Had the railway companies not been able to meet 
the diminution in the ton mile rate by a corresponding re- 
duction in expenses, disastrous results must have followed. 
But there is a limit, and it cannot be far off, to the possible 
lessening of the cost of movement. The only alternative is 
to arrest the reduction in revenue, which has been largely 
brought about by apparently uncontrollable conflicts between 
the railway companies, and between rival communities. The 
problems involved are not incapable of solution, and it is 
believed that by earnest and united effort the difficulties in 
the way may be met and overcome. With this end in view, 
it has seemed wise to your board to acquire an interest in 
some of the railways reaching the seaboard and to unite 
with the other shareholders who control these properties in 
-supporting a conservative policy. This will, it is hoped, 
", 18 ' 
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result in securing reasonable and stable rates and do away 
with unjust discrimination.’^ 

These observations of President Cassatt referred to the 
inauguration of a program of purchasing stock interests in 
competing lines which was carried on until the Pennsylvania 
had acquired a dominant, although not a majority, stock inter- 
est in its three southern competitors in the soft coal traffic, and 
was able to influence their policy. Beneficial results were 
immediately apparent. Soft coal rates, which had been utterly 
demoralized, and in which the grossest and most burdensome 
discriminations had long existed, were immediately advanced 
do a profitable basis, and imposed upon all shippers alike. 
The most important item of the Pennsylvania traffic, in 
which there had hitherto been small profit, was turned into 
a valuable source of revenue. Although in the succeeding 
four years the freight traffic of the Pennsylvania increased 
only 9,625,000 tons, or 9.6 per cent, the gross earnings from 
freight traffic increased from $51,395,733 to $73,899,939, a 
conclusive proof of the beneficial results of the application 
of the principle of community of interest to the solution of 
the problem of soft coal rates with wdiich the Pennsylvania was 
confronted in 1899. The profitableness of the freight traffic 
of the Pennsylvania during this period increased nearly five 
times as rapidly as the amount of the tonnage moved. These 
investments in the stocks of the bituminous coal carriers were 
profitable, not because of dividends received by the corpora- 
tion which did not quite equal the interest paid on the pur- 
chase money obligations, but because of the higher rates on 
coal which these purchases, representing control of compet- 
ing lines, made possible, and which amounted to consider- 
ably more than the interest on the bonds. Since the passage 
of the Hepburn Law in 1906, the Pennsylvania Eailroad 
Company has disposed of a large part of these securities and 
has definitely abandoned the attempt to influence its com- 
petitors by a large representation on their directorates. The 
necessity for these holdings no longer existed owing to the 
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disappearance of the distrust and uneasiness which formerly 
characterized the relations of the trunk line executiYes. 
Furthermore^, the Interstate Commerce law has now been so 
strengthened that secret rate cutting is a thing of the past. 
It should be remarked that the Pennsylvania Eailroad^ in 
addition to the dividends which it received on the stocks of 
the soft coal carriers, made a profit of over thirteen million 
dollars on such of them as it sold.^ 

The second object of the Pennsylvanians expansion of its 
capital during this period was the improvement of its physical 
property. The equivalent of a double track railroad has been 
built from New York to Pittsburg and equipped with rolling 
stock and yard and terminal facilities. As a result of this ex- 
penditure the company now has a four-track road between 
Pittsburg and Philadelphia, and six tracks between Harris- 
burg and New York. By making large expenditures on 
equipment the company has also increased the tractive power 
of its locomotives and the capacity of its freight ears. Large 
sums have also been spent upon supplementary improvements, 
such as stations, expansion of yards and track elevation, all 
of which increased the capacity of the road. 

In the face of enormous expenditures, and in spite of 
the notable gains in operating efficiency which they brought 
about, the facilities of the Pennsylvania proved inadequate 
to the demands of this period. As President Cassatt re- 
marked in his report for 1902: 

^‘^The remarkable development of business, particularly 
in the sections served by your lines, created a demand for 
transportation which could not be supplied. For, although 
the traffic carried over the roads comprising your system 
east and west of Pittsburg aggregated nearly 270,000,000 
tons, being an increase of 26,000,000 tons, or more than ten 
per cent over the previous year, the necessities of the indus- 
tries dependent upon your lines demanded a much larger 

In 1909 a large interest in the Norfolk Western acquired by 
the Pennsylvania, whose control of the company is again effective. 
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movement. The inability to accommodate these industries 
was due mainly to lack of track and yard facilities. It has 
been the policy of your management for years past to con- 
tinually increase these facilities so as to keep them up to 
the demands of the traffic ; but although heavier expenditures 
have been made for this purpose since the beginning of the 
present period of business activity than ever before in the 
same time, the exceptional growth of the tonnage has out- 
stripped the facilities that it was practicable to create.^^ 

Primarily as a result of these large expenditures, result- 
ing in an increase of capacity of its plant, the tonnage carried 
by the Pennsylvania increased from 133,433,845 tons in 1902 
to 223,810,040 tons in 1907, an increase of 90,376,195 tons, 
which represented the total tonnage of the entire system 
twenty-one years before. Without this expenditure, this traf- 
fic could not have been handled, and the increase in operating 
earnings from 1902 to 1907, which amounted to $32,051,552, 
could not have been realized. 

The final field of the Pennsylvania Eailroad^s expansion 
policy was the New York terminal project. This will re- 
quire, wdien completed, an expenditure of about $150,000,000. 
The traffic situation in New York is peculiar. The total 
area of Manhattan Island, excluding Central Park, is 20.6 
square miles. Upon this small spot of ground is concentrated 
a population exceeding 2,000,000. In the census year of 1900, 
New York had a population of 89,805 to the square mile, as 
compared with 9,951 for Philadelphia, 13,044 for Boston, and 
8,939 for Chicago. These figures indicate the extreme con- 
gestion of population which is due to the fact that the city 
is located upon an island. If communication with the sur- 
rounding country could be established, the population would 
spread into the suburbs, a movement similar to that wvhich 
has followed the growth of other large cities. To the resi- 
dent of New York, however, immigration to the suburbs is 
denied. East, on Long Island, are large territories, almost 
unoccupied, offering desirable places of residence, but from 
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these opportunities of suburban residence the resident of Man-^ 
hattan is cut oif bj the barrier of the East Elver. If easy 
communication :with Long Island were to be established, there 
could be no doubt that a vast exodus of population from Man- 
hattan would result. As the matter stood, however, the large 
number of hardy commuters who were willing to run chances 
of missed boats and trains is a small fraction of the number 
who will move into the suburbs when these obstacles are 
eliminated. 

This task of eliminating the river problem from the 
transportation situation in Hew York has been left for the 
Pennsylvania Eailroad to undertake. The Interborough Com- 
pany and the Hudson companies, which have also carried 
tunnel projects to completion, followed the lead of the Penn- 
sylvania. The Pennsylvania Eailroad has completed two 
tunnels between Hew Jersey and its new terminal at Thirty- 
fourth Street and Seventh Avenue, and four tunnels from 
this point to its Long Island terminal at Long Island City. 
These tunnel improvements will bring Manhattan into imme- 
diate connection with the mainland and with Long Island, and 
will result in a large migration from Manhattan Island to 
places of more desirable residence. In Long Island particu- 
larly, the largest and most desirable residential territory which 
is tributary to any city in the United States, will be opened 
by these improvements, which will practically insure, within 
the next decade, an immense population throughout the east- 
ern part of the island. 

The advantages of these improvements to the Pennsylvania 
lies in the fact that this corporation owns a majority of the 
stock of the Long Island Eailroad Company which controls 
the Long Island territory. It is true that the connection 
' with the mainland will increase the share of the Pennsyl- 
vania in the competitive passenger business to the south and 
west, making the Pennsylvania route quite as convenient as 
the Hew York Central from its Eorty-second Street terminal. 
It will also develop the passenger business between Washington 
and Hew York, already largely controlled by the Pennsyl- 
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Tania, and will throw to the Penns}dTania lines a large part 
of the through passenger business wdiich originates in Brook- 
lyn and along the lines of the Long Island Eailroad. 

These gains are, however, unimportant compared with the 
opportunities offered by the development of Long Island 
territory. In Long Island, the terminal improvements will 
build up a large and permanent suburban traffic for the 
Long Island Eailroad. With the completion of the tunnel 
project, the Long Island Eailroad Company will be able to 
carry passengers from Thirty-fourth Street thirty miles into 
the country in less time than the Manhattan Elevated Eailroad 
now requires to take them from the Battery to 125th Street, 
offering them, moreover, not merely a quicker passage, but a 
more comfortable journey. 

Of far greater importance, however, than the increase of 
passenger business which will follow the completion of the 
tunnel project, is the growth in the freight traffic. The 
receipts from freight traffic on the Long Island have been 
far below the returns from passenger traffic. This company 
has been mainly dependent upon summer resort travel. It 
usually fails to earn its interest charges during the winter 
months. On the hTew Haven & Hartford, on the other hand, 
the returns from freight and passenger traffic are about 
equal. The reason for this discrepancy in the division of 
receipts is that Long Island, up to the present time, has been 
practically vacant territory. Only in the summer is its 
population large. In 1900 its entire population, outside of 
Brooklyn, was only 286,000. With Long Island brought into 
communication with the mainland, the shifting of popula- 
tion, it is expected, will build up a large city in the eastern 
part of the island. This population will not only demand 
a large amount of merchandise for direct consumption, but 
the development of a variety of manufacturing interests will 
follow its growth. All these developments mean, moreover, 
a large amount of freight over the Long Island Eailroad, and 
will give the Pennsylvania a long haul for a large amount 
of traffic. 
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Hew capital may also Le required in the form of cash 
and cash assets as working funds to handle an increased 
amount of business. If a company makes large additions to 
its plants or if the business of its existing plant shows a 
considerable increase, in case it does not make correspond- 
ing additions to its working capital, it is quickly forced to 
become a heavy borrower, and while this position causes little 
inconvenience when rates of interest are low and money easily 
obtained, should a financial stringency occur, bankruptcy 
may be the result. Even under ordinary conditions, an 
inadequate working capital may be the cause of heavy expense 
to the corporation. The experience of the Pressed Steel 
Car Company is in point. The report of the president for 
the year ending December 31, 1901, contains the following: 

“ Since the incorporation of the company the profits have 
aggregated $4,312,285. Out of these profits has been paid 
$2,625,000 in dividends. The McKees Bocks plant cost 
$1,581,580, and additions and improvements to original 
plants, amounting to $555,702, have been taken out of the 
initial working capital and earnings. From this it will be 
seen that the actual cash working capital has been somewhat 
encroached upon, but the plants and capacity have been more 
than doubled, and the monthly production increased from 
$1,000,000 to upward of $2,000,000, the full operation of 
the plants. 

It is necessary to carry between $4,000,000 and $5,000,- 
000 worth of material on hand, and for this purpose the 
company has been compelled to be an extensive borrower. 
During the year it was thought prudent to fund this in- 
debtedness. Therefore, a mortgage for $5,000,000 was made 
to secure five per cent notes maturing at the rate of $500,000 
each year, with the right to anticipate payment of all or part. 
These notes have been disposed of on terms advantageous 
to the company. By this means the company secures extra 
working capital, and its interest charges are limited to not 
to exceed $250,000 the first , year, and $25,000 less every 


264: 


CORPOEATIOlSr FINANCE 


year tliereafter. There was disbursed last year for interest 
and borrowed money $215^821, which was charged off to 
operating expenses, and we believe that more than the differ- 
ence appearing between this amount and $250,000 can be 
saved in extra discounts on materials purchased/’ 

The Pressed Steel Car Company, in funding its large 
floating debt, not only made the economies indicated in the 
president’s statement, but also removed a serious danger of 
financial embarrassment which might have resulted from 
failure to renew these loans. The receivership of the West- 
inghouse Electric & Manufacturing Company, in 1907, was 
due, in large part, to inadequate working capital, and to 
the efforts of the company to supply this deficiency by con- 
tracting heavy bank loans, and by piling up large obligations 
to merchandise creditors. Working capital is properly re- 
garded, not merely as essential to the safety and prosperity 
of a company, but as perhaps the most profitable part of its 
equipment for business. It enables the company to carry 
large bank balances on the strength of which, with the com- 
pany’s good credit, heavy loans can be made on occasion, to 
take advantage of favorable opportunities for the purchase of 
materials and to discount bills, while, at the same time, it 
makes unnecessary the resort to the banks for more than tem- 
porary and occasional accommodation. 

New capital may be finally required for the reconstruc- 
tion of a plant where a profitable business has been sacrificed 
because the physical condition of the property has been neg- 
lected. A case in point is that of the Kansas City Southern 
Railway Company when taken over by the new management. 
Here was a road operating in a territory rich in traffic possi- 
bilities, and carrying a sufficient amount of traffic to pay its 
interest charges, in spite of its impaired physical condition. 
It was estimated that, to put the property in a suitable con- 
dition for handling present and prospective traffic, and to ex- 
pand the business of the company to its proper proportions, 
the following expenditures would be necessary: 



THE PEOVISIOlSr OF NEW CAPITAL 265 


Repairs and improvements to track S2, 983, 856 . 00 

Reinforcements and reconstruction of bridges 510,000 . 00 

Repairs and improvements to equipment 540,000 . 00 

N ew tracks 388,000 . 00 

New freight depot facilities 125,000. 00 

New water stations 65,000 . 00 

New shop facilities 435,000.00 

New telegraph 34,000. 00 

New fencing 180,000 . 00 

Work at Port Arthur, Texas 50,000.00 

New equipment 1,604,749 . 50 


Total 86,915,605.50 


Practically all of these expenditures^ with the exception of 
the equipment purchases^ should have been spread over a 
period of years, and charged to operating expenses, not to 
capital. Over $5,000,000 of the amount which was deemed 
necessary to be spent on the property represented deferred 
chai'ges to maintenance and betterments. The company should 
not, in a narrow view of the situation, have received any capi- 
tal for the reconstruction of its plant, but should have de- 
voted its surplus income to the purpose. Under the conditions 
confronting the management, however, there was no surplus 
income. At the same time, the expenditure of this large 
amount of mone 3 '% no matter how provided, would put the 
company into position to make large earnings. Said President 
Edson : 

Your officers are convinced that with the improvements 
and additions which have been set forth, which will require 
two or three years to complete, and which will enable the road 
to handle expeditiously and economically all traffic which may 
be offered, the gi*oss earnings will show an increase of from 
twenty to twenty-five per cent over the gross earnings for 
the year ending June 30, 1905, and that, with the economies 
which the additional facilities will make possible, the ratio 
of operating expenses, including taxes, to gross earnings, will 
not exceed seventy per cent. 

Taking as a basis the minimum of twenty per cent in- 
crease in gross earnings, the following results may be con- 
fidently expected under existing commercial conditions : 
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Gross earnings $8,272,387.54 

Operating expenses and taxes 5,790,671 .28 

Net earnings. 2,481,716.26 

Interest on bonds owned 32,501 . 00 

Total income $2,514,217.26 

Interest on bonds ^ 900,000 . 00 

Net annual surplus from income $1,614,217.26 


From which must be paid, of course, the interest on such 
funds as may be borrowed for improvement. 

^^From this it seems certain that, unless overtaken by 
some unforeseen and general commercial disaster, the earn- 
ing capacity of the property amply justified the capitaliza- 
tion of the amount necessary for improvements and exten- 
sions.^^ 

The surplus for the period to "which this report refers 
was only $610,191.80. This income was in danger of dis- 
appearing, owing to the inability of the company to handle 
the business offered. The expenditure of approximately 
$7,000,000 would show earnings of 14.28 per cent on this 
amount. The conclusion that the cost of rehabilitating the 
■Kansas City Southern Railway Company should be defrayed 
out of new capital provided for the purpose, and charged to 
the capital, instead of to operating expenses or depreciation, 
was evidently correct. Acting upon this advice, the stock- 
holders authorized an issue of $10,000,000 4| per cent second 
mortgage bonds, pledging them as collateral for $5,100,000 
negotiable gold notes. Most of the proceeds were spent in 
making good the omissions of the past for the sake of obtain- 
ing the profits of the future. 


^ Not all deductions are given. 


CHAPTEE XX 


THE METHODS OF PROVIDING NEW CAPITAL 

Our next inquiry is concerning the methods by which 
the necessary extension of plant and enlargement of corpo- 
rate power and influence is to be accomplished. A company 
may either raise money to be invested in the improvement 
and extension of its plant, or it may acquire interests in 
other corporations which possess the necessary assets. These 
interests it may acquire either directly by the exchange of 
securities, or through the medium of a holding company, or 
by selling its own securities to the investor, expending the 
proceeds upon the securities desired, or by some form of 
lease of the desired property, or by a w^orking agreement by 
which the use of the desired facilities is obtained. The first 
plan is the direct method of providing capital out of in- 
come or by the sale of securities; and the second, the indirect 
provision of capital by various methods which come under 
the head of consolidation. 

Capital funds may be directly provided for the corpora- 
tion by one or more of the following methods: (1) The 
money required may be appropriated out of profits; (2) 
stock may be issued; (3) the corporation may borrow 
money either on short time notes or by the sale of long term 
bonds. In Chapter XYII we have discussed the necessity 
that a properly managed corporation should never pay out 
all its earnings to stockholders. Conservatism demands that 
a certain balance should be reserved and invested in the busi- 
ness. The purpose of this reservation is to make sure that 
a dividend rate, once established, may be maintained. The 
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investment of these funds reserved from earnings^ if wisely 
made;, will increase the earnings of the company, and should 
appear as additions to its assets. 

There is much to be said in favor of a policy of making 
extensions out of profits. A growth which is made out of 
earnings^ without increase of stock or debt, is a natural 
growth; it is made gradually and cautiously, and therefore 
safel}^ The histories of the largest business concerns in the 
country show that even the largest possibilities can be 
reached by the investment of profits in the extension of 
plant. The growth of the Carnegie Steel Company from an 
insignificant beginning to the gigantic size it had attained 
when it was taken over by the IJnited States Steel Corpora- 
tion, is an illustration of the possibilities of the investment 
of profits. The growth of the Baldwin Locomotive Works, 
and of John Wanamaker’s, and Marshall Pield^s retail estab- 
lishments are familiar illustrations of the same fact. Indeed, 
most large business enterprises in this country which are 
still controlled by partnerships or private corporations, rep- 
resent growth out of profits. 

If directors follow a conservative policy in the adminis- 
tration of the income account of their company, they will 
make large investments out of revenues in working capital, 
plant and equipment. They will raise the standard of the 
property by betterment appropriations, charged either to ad- 
ditions or, preferably, to maintenance. They should also 
maintain a number of reserves for depreciation and renewal 
of plant, for bad debts, for insurance, for the extinguishment 
of the loss sustained by the sale of bonds at a discount, if 
this loss is not to be taken in the year in which it occurs. 
They may be required to set aside out of their income a 
sinking fund appropriation, and it may be provided that 
the amount of the sinking fund appropriation can be in- 
vested in the plant. Mnally, in order to maintain an even 
rate of dividends, the directors are obliged to reserve a por- 
tion of each year’s profits, which is also put into the business,' 
and which, in time, may amount to a large sum. Shall the 
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directors go farther than these requirements of safety and 
stability in reserving profits from stockholders? Shall they 
treat the profits as their first resource when in need of 
money, and comfort the stockholders, as did C. P. Hiintingtonj 
who, on one occasion, remarked to the stockholders of the 
Pacific Mail Steamship Company, that it made no difference 
. whether they received their dividends in money or in ships ? 
Their dividends were only deferred. 

It is improper for the directors of a public corporation 
to pursue this policy. The company has applied to the 
investor to furnish funds for their enterprise. The money 
has been contributed with the understanding that if profits 
were earned they would be distributed in dividends, so far 
as a distribution could safely be made. Beyond the main- 
tenance of proper reserves, and the investment of surplus 
earnings over a conservative dividend rate, the directors of 
a public corporation cannot, as a rule, therefore, with entire 
good faith to their stockholders, withhold profits for invest- 
ment in plant. If the business is profitable, and demands new 
capital, the stockholders have the right to demand that the 
capitalization of the company shall be increased in order to 
obtain this new capital, and that they shall not be kept out of 
their dividends for an indefinite period in order that a 
so-called conservative policy should be pursued. If the com- 
pany needs new money, the stockholders are usually quite 
willing to furnish it, in case they have been liberally treated, 
and fairly dealt with. 

There are other objections to the plan of exclusive de- 
pendence on profits as a source of capital funds. Profits are 
very irregular, and it is difficult to carry out a consistent 
plan of improvement while depending solely upon the busi- 
ness to furnish the funds for these improvements. Further- 
more, the exigencies of the corporate situation sometimes 
demand that extensive schemes of improvement should be 
put through within a short time; for example, the extension 
of the Chicago, Milwaukee & St. Paul to the Pacific Coast; 
the construction of the Western Pacific from Salt Lake City 
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to San Francisco; and the ISTew York Terminal improvements 
of the Pennsylvania. Such gigantic works of construction, 
may in some cases he provided ont of earnings ; for example^ 
the new plant of the United States Steel Corporation at 
Gary has been bnilt out of profits. As a rule;, however;, earn- 
ings are not sufficient for extensive additions. 

Assuming a definite opportunity for the profitable invest- 
ment of capital, it is to the interest of stockholders that this 
opportunity should be developed with the greatest expedition, 
and that the construction work should be carried through 
within the shortest possible time. Tf the improvement is 
to depend solely upon earnings for its completion, it may 
be unduly prolonged if the earnings are not forthcoming. 
The profits of the company over a period of years may be 
much less than if stock had been sold or money borrowed, 
and the work crowded through as rapidly as possible to the 
point of producing revenue. 

The withholding of dividends from stockholders at the 
instance of the majority control also creates a bad im- 
pression, since it is often alleged, under these circumstances, 
that the majority interests who usually occupy important and 
lucrative positions in the service of the company, and who 
are not infrequently in the receipt of secondary and indirect 
emoluments as a result of their positions are unfairly dis- 
criminating against the minority stockholders. It may be 
charged that they are, in effect, pursuing a policy which, 
while increasing the value of the company’s property, is 
depreciating the value of the stock which represents the 
ownership of the corporation owning the property. Such 
charges were forcibly made against the Southern Pacific 
management in 1903 by Mr. James E. Keene, who alleged 
that the Southern Pacific revenues were not only being with- 
held from the stockholders of that company, but that they 
were being devoted to improvements for the benefit of the 
Union Pacific which owned nearly half the stock of the 
Southern Pacific. Although the interests back of this at- 
tempt to force dividends on Southern Pacific stock were 
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discredited because of tLeir obvious conuection with a large 
' speculative pool operating for an advance in the stock, 
based on the alleged promise of a dividend, yet their con- 
tentions attracted wide' attention, and brought out un- 
favorable criticism against the directors. 

Especial conservatism in the distribution of profits is 
usually desirable during the early stages of an enterprise, 
a large part of whose stock, as we have already seen, is 
usually issued against anticipated earnings. With these 
exceptions, however, it seems best that a public corporation 
should not rely mainly upon its earnings to obtain funds 
for extensions and improvements, but when it has reached 
a position of assured strength and standing, it should take 
advantage of that position to provide funds for the en- 
largement of its plant by the expansion of its capital, 
allowing its stockholders to share in its profits, so far as 
the distribution of these profits is consistent with the main- 
tenance of a regular rate of dividend. 

Public corporations, with whose methods our study is 
mainly concerned, if they go beyond the resources of their 
income and propose to issue stocks or bonds, must usually 
obtain the authorization of the Public Service Commission. 
These commissions are found in almost every State. In 
only a few of the larger States, however, have the commis- 
sions been clothed with sufficient powers to make their 
work really effective. In Massachusetts, New York, Mary-, 
land, Wisconsin, and Kansas the powers of the Public Ser- 
vice Commissions are sweeping. The New York Commis- 
sions, for example, are given supreme control over all kinds 
of public service corporations, including railroads, street 
railroads, lighting and gas and telephone and telegraph 
companies. The supervisory and regulative powers of the 
commissions extend to character of service, to rates and 
fares, and to the approval of the issue of stocks, bonds, and 
other forms of indebtedness. In this last power, the in- 
vestor finds a considerable safeguard against the improper 
issue of securities. 
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The nature of this power over security issues is indi- 
cated by the following extract from Section 55 of the Act 
Creating the Public Service Commissions of New York: 

Any common carrier, railroad corporation or sti^eet 
railroad corporation organized under the laws of the 
State of New York, may issue stocks, bonds, notes or 
other evidences of indebtedness payable at periods of 
more than twelve months after the date thereof, when 
necessary for the acquisition of property, the construc- 
tion, completion, extension or improvement of its facili- 
ties, or for the discharge or lawful refunding of its 
obligations, provided and not otherwise that there shall 
have been secured from the proper commission an order 
authorizing such issue, and the amount thereof, and stat- 
ing that, in the opinion of the commission, the use of the 
capital to be secured by the issue of such stock, bonds, 
notes, or other evidences of indebtedness is reasonably 
required for the said purpose of the corporation. For 
the purpose of enabling it to determine whether it should 
issue such an order, the commission shall make such 
inquiry or investigation, hold such hearings and examine 
such witnesses, books, papers, documents or contracts 
as it may deem of importance in enabling it to reach a 
determination. 

Under this power, every corporation proposing to issue 
or authorize new securities must apply to the Public Ser- 
vice Commission for authority, and the authority will not 
be given until a thorough investigation has been made into 
the security back of the bonds and the purposes for which 
the money is to be spent. 

The primary purpose of giving the commissions power 
over issues of securities was to protect the public against 
excessive issues of capital by public service corporations 
on the ground that an excessive capitalization might be 
used to defend rates or prices which were excessive. In 
the exercise of this power, however, the commissions have 
gone much farther and have undertaken the task of pro- 
tecting the investor against unwise capital expenditures. 
The Commission of the Second District of New York has 
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outlined its method of procedure in eases involving the 
authorization of bond issues as follows : 

^ Hn passing upon the application for leave to issue ad- 
ditional capital stock, the Commission will consider: 

Whether there is reasonable prospect of fair return 
upon the investment proposed, to the end that securities 
having apparent worth but actually little or no value may 
not be issued with our sanction. 

‘‘We think that to a reasonable extent the interests of 
the investing public should be considered by us in passing 
upon these applications. 

“The Commission should satisfy itself that, in a gen- 
eral way, the venture will be likely to prove commercially 
feasible, but it should not undertake to reach and announce 
a definite conelusion that the new construction or improve- 
ment actually constitutes a safe or attractive basis for 
investment. Commercial enterprises depend for their suc- 
cess upon so many conditions which cannot be foreseen or 
reckoned with in advance, that the duty of the Commis- 
sion is discharged as to applications of this character when 
it has satisfied itself that the contemplated purpose is a 
fair business proposition.’’ 

In practice, however, the commission has made such 
careful investigation as to warrant the inference, which 
has been generally drawn by the investing public, that for 
them to authorize a bond issue is equal to their guarantee 
that the issue is good. In the case of the Eochester, Cor- 
ning, and Elmira Traction Company decided March 31, 
1908, the commission outlined in detail the methods of 
investigation which it proposed to follow in determining 
the amount of bonds which could be safely issued by a 
newly organized enterprise as follows: 

All estimate will be made from a consideration of the 
results of operation of existing , roads of the probable 
gross earnings. 

An estimate will be made in like, manner of the prob- 
able operating expenses, taxes, and depreciation charges. 
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The excess of earnings over the disbursements which 
must be made before fixed charges can be met represents 
the sum which is applicable to fixed charges. 

The maximum bond issue which will be allowed must 
be determined by the sum thus ascertained to be appli- 
cable to the payment of the interest charge. 

No bond issue should be permitted creating an interest 
charge beyond an amount which it is reasonably certain 
can be met from the net earnings. 

Stock representing a cash investment should be re- 
quired to an amount sufficient to afford a moral guar- 
antee that in the judgment of those investing the enter- 
prise is likely to prove commercially successful. 

The order authorizing such stock and bond issues will 
contain approximate provisions designed to secure the 
construction of the road in accordance with the plans and 
specifications upon which the authorization was made 
and not in excess of the actual requirements. 

If the allowance proves inadequate for the required 
purposes, an application for further capitalization may 
be made, upon which application the expenditure of the 
proceeds of stock and bonds already authorized must be 
shown in detail. 

After an issue of bonds has passed this searching scru- 
tiny, the investor need have little fear concerning the 
safety of his bonds, whether a bond reserve many timm 
the amount of the initial issue has been created or not. 
Indeed, in one notable instance, the first mortgage' bonds 
of the Chicago Railways Company, which are issued under 
restrictions similar to those which have been outlined, such 
confidence has been placed in the efficacy of the precautions 
taken to guard against overissue, that bonds may be issued 
without limit under a so-called ^‘open-end mortgage, 
every bond, no matter to what amount these may be issued, 
being equally secured as every other bond, by a first lien 
upon the property of the company. There is no essential 
difference between a large bond reserve and an open-end 
mortgage. The open-end mortgage, however, on account 
of the uncertainty as to the amount of bonds which may, 
at some 'time in the future, be issued, is inferior, in the 
opinion of most investors, to. a large bond reserve.. It is„ 
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moreovery in practice, no more effective in providing for 
the future capital needs of the corporation. 

When a Public Service Commission has authorized the 
issue of securities, it is by implication bound to protect the 
company whose application it has authorized, not merely 
against the ill-advised action of its directors in using the 
credit of the company for improper purposes, but also 
against competing enterprises for which there is no public 
necessity and which would not, therefore, prove profitable. 
The New York Public Service Commission for the Second 
District, for example, in 1908, refused the application of 
the Buffalo, Eochester & Eastern Railroad Company for 
authority to issue securities for the construction of a line 
of railroad from Buffalo to Albany, paralleling the line of 
the New York Central, on the ground that the new enter- 
prise would not prove profitable, and the New York Cen- 
tral would be injured without any public benefit resulting. 
The new line proposed to intercnange traffic at Albany 
with lines traversing New England, but the commission 
pointed out that the New England lines were not able to 
handle the traffic already delivered to them at Albany. 
This was sufficient reason for refusing to authorize the 
construction of another line which would make the con- 
gestion at the Hudson River even more acute. 

At the time the New York Public Service Commissions 
were instituted, serious apprehensions were expressed by 
financial interests lest the new laws, because they took away 
from the directors or stockholders of corporations so much 
of the control which they had previously exercisetl over 
the issues of new capital, would seriously interfere with 
the efforts of companies to provide funds for development. 
Indeed, the passage of the New York law produced a feel- 
ing of consternation among bankers and investors. As the 
commissions have progressed with their work, however, 
they have been forced into the position of virtually guar- 
anteeing every security whose issue they approve. So well 
organized and so favorably regarded are the Public Service 
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Cominissions by tlie investorj as a result of the interpreta- 
tion which they have placed upon their powers, that the 
bond salesman offering a security whose issue they have 
approved has his work of persuasion largely accomplished. 
In one case the issue of bonds by a Massachusetts company 
secured by the stocks of two other companies, and with 
its own stock owned by a fourth, presenting a situation 
almost incomprehensible, were readily sold, in the main 
for no other reason than that they were issued under the 
authority of the Massachusetts Commission. Bond dealers 
and large investors, with few exceptions, cordially indorse 
the control of security issues by public service commis- 
sions, because of the assurance which this control gives to 
the investor that his interest will be safeguarded. 

The principle of supervision and authentication of rail- 
road securities by the Interstate Commerce Commission 
has been included in the Esch-Cummins bill, by which the 
powers of the State Commissions are curtailed. The Inter- 
state Commerce Commission will now pass upon the pur- 
poses of the issue, the security offered, and the terms of 
sale. The position of railway securities will be greatly 
improved by this act, since not only will existing lines be 
protected against competitive construction, but the Com- 
mission may be expected to assume some responsibility for 
allowing rates adequate to protect interest and dividends 
on the securities which it has authorized. 


CHAPTER XXI 


THE ISSUE OF STOCK 

Assuming now that funds are to be raised for extensions 
by the sale of securities^ the first question concerns the class 
of securities to be sold. Shall the corporation increase its 
stock or shall it borrow the money needed? 

The capital stock of a company represents its ownership. 
This ownership is divided into shares. An increase of the 
amount of stock, therefore, increases the number of shares. 
If there is to be only one kind of stock, the shareholders have 
two alternatives when it is proposed to increase the capital. 
They may take the new stock themselves, in which case their 
respective shares of participation in the company's profits 
remain unchanged, or they may ofier it for general subscrip- 
tion. If a corporation has $10,000,000 of capital and pro- 
poses to add $1,000,000, each stockholder of record would 
have the right, under the law, to participate in the increase, 
if the stock was to be sold for money, and not exchanged 
for some form of property. The holder of one hundred, 
shares of stock, for example, would be allowed to subscribe 
to ten shares of the new stock, which would give him the 
same proportion of interest in the corporation that he had 
before. It frequently happens, however, that existing stock- 
holders do not care to take the entire issue. Stock must then 
be sold to outsiders, who are admitted to participation in 
the earnings, and to share in the control of the company 
on equal terms with the existing stockholders. 

To the controlling interest of the company, the admission 
of new stockholders is often a matter of great concern. 
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New stock coming upon the market may be absorbed by 
those who desire to wrest control from those who now hold 
it. And if^ as usually happens^, the control represents no 
more than a strong minority, this may be the outcome of 
an increase in the capital stock. A celebrated instance of 
this result is the ousting of Mr. August Belmont and his asso- 
ciates from the directorate of the Louisville & Nashville in 
1902. Early in that year the directors of the Louisville & 
Nashville, in order to finance some extensions, authorized the 
sale of 50,000 shares of stock. IJnder the rule of the New 
York Stock Exchange, shares are not deliverable on contracts 
until thirty days after they have been issued. Funds w'ere 
needed immediately, however, and in order to obtain them the' 
chairman, Mr. Belmont, was instructed by the Board to sell 
50,000 shares short that is to say, he sold stock which he 
did not own, borrowed the stock to deliver what he had sold, 
and expected to take up the loan out of the new shares when 
these should have become deliverable. At the same time, how- 
ever, unknown to the Belmont interests, a syndicate, headed 
by Mr. J ohn W. Gates, was engaged in a campaign to purchase 
control of the company, and, in the course of their operations, 
they developed a short interest estimated at 120,000 shares, 
including the 50,000 shares sold by Mr. Belmont. 

The directors of the Louisville & Nashville had, in other 
words, sold more shares than they owned, and they could ob- 
tain the stock to make their deliveries only from the syndicate 
whose advantage it was to bring about this situation. On 
April 1-1, 1902, it was discovered that a corner existed in 
Louisville & Nashville; the price of stock on this date touched 
133 and a repetition of the May panic of 1901, which was 
brought about by a similar operation in Northern Pacific 
stock, seemed imminent. Serious trouble was averted, how- 
ever, by the recognition that Mr. Gates controlled the Louis- 
ville & Nashville, and by the taking over of a majority 
interest in that company by the Atlantic Coast Line Bail- 
road at a figure which rendered a large profit to the John W. 
Gates syndicate. 
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On account of the fear of such operations as that which 
has been describedj every effort is made, when new stock 
is issued, to induce the existing stockholders to increase 
their holdings, or, failing in this, to obtain assurance that 
the new interest shall not only be such as will strengthen 
the position of the company, but will not be unfriendly 
to those in control. The strongest inducement which can 
be offered to the stockholders is to sell them a safe invest- 
ment at a low price, and the lowest price for par value 
stock which the law allows is par, the figure at which 
stock is usually offered to stockholders. This prohibition 
against the sale of stock below par (unless such a step 
is necessary to save the company from embarrassment), 
limits the opportunity to raise capital by the sale of com- 
mon stock to companies whose profits and dividends are 
so large that their stocks sell under normal conditions 
above par. Here again appears an important advantage 
of stock without par value. With par value stock a pre- 
mium sale is possible only when dividends and pros- 
pects are so large and rosy as to raise the price of the 
stock substantially above par, and to hold it there in the 
face of an increased supply of stock. With stock of no 
par value, however, on the basis of any market value 
whatever, even $1 per share, a privilege can be offered to 
the holders. 

The existence of these premiums, which reflect high 
dividends and assured earning power, make possible the 
plan of financing the capital requirements of such strong 
companies by the issue of common stock on such terms as 
to induce stockholders to enlarge their holdings. This plan 
is known as the sale of privileged subscriptions. Under 
the law, the stock of a corporation must first be offered to 
the existing stockholders. Only in ease they are unwilling 
to buy can stock be opened to general subscription. Stock 
can, of course, be issued in exchange for property without 
reference to stockholders. When stock sells at a premium, 
new issues may be offered at a price above par. In ease 


280 


COEPOEATION FINANCE 


tlie market value of the stock is realized by offering stock 
at a premium^ a smaller number of shares need be sold to 
obtain a given amount of capital than if stock is sold at 
par. Suppose, for example, that $1,000,000 is required by 
a company whose stock can be sold at 150, paying eight 
per cent dividends. If the stock is sold at market value, 
6,666 shares will be needed to obtain the $1,000,000 necessary. 
If it is sold at par, however, 10,000 shares will be required. 
The amount necessary to pay the eight per cent dividend 
on 6,666 shares is $53,328, while on 10,000 shares $80,000 
would be required. If the stock is sold at a premium, $27,- 
672 of annual dividends, assuming that the eight-per-cent 
rate is continued, can be saved for the company, over the 
disbursements which must be made if the stock is sold at 
par. As a result, the rate of dividend can perhaps be in- 
creased, and the price of the stock advanced on the strength 
of its larger dividend returns. 

In view of these facts, the directors may insist that they 
should make the best bargain possible for the company, that 
the stockholder shall derive no special or exceptional ad- 
vantage from his position as part owner of the corporation; 
that he should be treated in the same way as any investor. 
Furthermore, under the plan of selling stock at a premium, 
the dividends paid by the comjDany, and the price of the 
stock will show its true earning power. No more stock will 
have been issued than is necessary to provide the amount of 
money required for the desired improvements. The higher 
the price of the stock ascends, borne up on the rising tide 
of dividends, the smaller will be the number of shares to be 
sold to obtain the same amount of money. The Pennsylvania 
Eailroad Company, for example, has received large sums as 
premiums on stocks sold. Without these premiums, which 
were invested in the business, the outstanding stock of the 
Pennsylvania might have been materially greater than it 
now is. 

On the other hand* if stock is sold at par, or at less than 
market price, the corporation must issue a larger number of 
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sliares than may conceivably be required. It may be impos- 
sible^ on account of the issue of this extra stock, to do more 
than maintain the regular dividend, and the price of the stock, 
therefore, may not advance to the point which it w^ould reach 
did the directors refuse to sell more shares of ownership than 
are necessary to obtain the money required. 

In the case of Public Service corporations, the principle 
has been conclusively established in most of the leading states 
that they shall not be allowed to earn more than a fair return 
on the value of their property, and it has also been considered 
important in some states that a corporation should not in- 
crease its capital stock beyond the amount actually necessary 
to secure funds for capital expenditures. In Massachusetts, 
for example, the issue of all bonds and of any increase of 
stock in excess of the original capital is limited to such 
amount as the railroad commissioners shall, after a public 
hearing, determine will realize the sum which has been prop- 
erly expended, or will be reasonably required by the corpora- 
tion for corporate purposes. As a rule, however, a company 
whose stock sells at a premium does not attempt to obtain 
any part of the premium by a public offering, but offers its 
stock to its owners at par. Such a sale is called the offer 
of a privileged subscription. 

The stockholder receiving the privilege can avail himself 
of it either by selling his right to subscribe to the stock, 
which is made assignable for the purpose, or by selling a 
certain portion of his existing holdings after he receives the 
evidence of his right to subscribe, at the existing market price, 
replacing these shares at par out of the new issue, or he can 
retain his stock and take the new shares as well. In the 
first two cases mentioned — ^namely, the sale of the assignable 
right to subscribe, or the sale at the market price of an 
amount of stock equal to that to which the stockholder is 
entitled to subscribe at par — ^he makes a profit which approx- 
imates the market premium of the stock, times the number 
of shares which he sells. Since the right will only be pur- 
chased by some one desirous of becoming a subscriber to the 
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stocky its price is usually less than the difference between 
par and market value. Unless the intending subscriber can 
obtain his new stock at a lower price by purchasing a right, 
he will prefer to buy the stock direct. 

The value of some of these privileges has been very great. 
In an article in the Quarterly Journal of Economics for Febru- 
ary, 1905, entitled Stockholders’ Profits from Privileged 
Subscriptions,” Dr. T. W. Mitchell has computed the profits 
which could have been realized by stockholders of the lead- 
ing railroad companies which have issued privileged sub- 
scriptions. Dr. Mitchell finds that if a stockholder of the 
Illinois Central had purchased 100 shares at a price of 135 
per share in 1887, he would have received between that date 
and 1903 eight privileges- If he had sold the number of 
shares to ■which he was entitled to subscribe immediately after 
receiving his privilege and had invested the proceeds, Dr, 
Mitchell finds that, from 1887 to 1903, he would have re- 
ceived from all of his eight privileges a total, principal and 
interest, of $5,740. This is equivalent to a return of $222 
a year during the seventeen years of his investment, or 1.64 
per cent which would have been added to the regular divi- 
dends on this stock. A man making a similar purchase in 
1895, would have received from his five privileges a total 
of $2,953, which is equivalent to $265, or 2.73 per cent, a 
year. Stockholders who made their investments in 1900, 
1901 and 1902 respectively have made, according to Dr. 
Mitchell, from privileges alone, 4| to 5|- per annum on their 
investment, and that, too, when their original purchases were 
made at high premiums. The Great N’orthern has also been 
very liberal to its stockholders. Since 1893 the stock of this 
company has sold above par. All the stock issues of the 
company after the first, with one exception, have been dis- 
tributed, pro rata, among the stockholders of the road at 
par. The market value of the stock at the time these various 
issues were distributed ranged from $140 to $264 per share. 
The stockholder could, therefore,-' have paid $100 per share for 
his new stock, and could at once have sold it upon the 
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market for a mucli liiglier price;, realizing from the trans- 
action from $10 to $164 per share. 

If the stockholder does not care to sell his right to sub- 
scribe^ or to part with any of his stock, the privilege gives 
him an opportunity to increase the return he receives on 
his investment. Suppose he has purchased the stock of a 
company paying six per cent dividends for $150. His return 
is four per cent. The company, within five years after he 
has purchased the stock, offers to stockholders the privilege 
of subscribing to new stock at par to an amount equal to 
eighty per cent of their holdings. This stockholder, instead 
of selling the right to the stock, prefers to increase his invest- 
ment on the favorable terms offered. At the end of five 
years, he owns 180 shares on which the annual return is $6 
per share, or $1,080, on an investment of $23,000, or 4,7 
per cent. There is little doubt that this is the course fol- 
lowed by the majority of stockholders w^hen privileges are 
offered to them. By the correct method of computing the 
yield on investments, the return on a stock should be obtained 
by dividing into the rate of dividends, not the cost price, but 
the market price. An investor who takes advantage of a 
privilege to buy a six per cent stock for $100 per share which 
is selling on the exchange at $150, has only a four per cent 
investment, since a share of stock represents to him $150 of 
capital and $6 of income. The investor, however, estimates 
the return by comparing the cost of the stock with the rate of 
dividend, and this belief influences him to hold fast to stock, 
new issues of which are occasionally sold at less than market 
value. In no other way could the failure of shares to show 
heavy declines after the announcement of privileges be ex- 
plained. Some decline is usually experienced following the 
announcement of a privilege, but it is seldom sufficient to war- 
rant the conclusion that a large number of stockholders are 
disposing of their shares. There is no reason for them to do 
so if they have confidence in the value of the stock, since they 
can take their profit at any time by selling at a premium stock 
which they purchased at par. 
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Whm a corporation increases its issue of stock, it must 
keep in mind not merely the amount of money which the 
new stock will bring, but the effect of the issue upon the 
composition of the stockholding constituency; the necessity 
that the subscription should be a success and that the money 
should be promptly forthcoming; the desirability of being 
able to receive new capital from the stockholders when re- 
quired, no matter what the condition of the money market 
and to any amount that may be necessary; the justice and 
expediency of extending to stockholders more liberal treat- 
ment in the matter of subscription than they extend to out- 
siders; and, finally, the fact that the sale of a privilege is 
equivalent to an increase in the rate of dividends. 

Let us take up these considerations in order. The sale 
of stock at a high premium means that new interests are 
brought into a company, and that its stockholders are con- 
tinually changing. Existing stockholders, many of whom 
will have purchased the stock at much lower prices than 
those prevailing at the time an attempt is made to secure a 
premium from a new issue, will have no inducement, other 
than their general confidence in the company, to increase 
their holdings on less favorable terms than those which they 
previously secured.' Under these circumstances, therefore, 
while a large amount of the new stock may be taken by exist- 
ing stockholders, it is fairly certain that much of it will be 
sold to outsiders. These new interests may have their own 
preferences for directors and officers, and their influence may 
be sufficient to disturb the management and control. When, 
however, stock is sold at par with a valuable privilege at- 
tached, based on the existence of a high premium in the 
market, the stock is very closely held for investment. Little 
stock is offered for sale, since the stockholder of record knows 
that, from time to time, in addition to the yield on the stock 
represented by a comparison between the purchase price and 
the dividend paid, he will have an opportunity to increase 
his investment on more favorable terms than if he desires 
to gain an immediate profit in one of the ways described. 
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The election of such a course of action bj the stockholder 
is the more certain when it is remembered that the values of 
stock privileges are not^ as a rule^ f'^lly capitalized in the 
value of the stock. If a corporation would announce that 
on January 1st of each year its stock would be increased 
ten per cent, and that stockholders of record would have the 
privilege of subscribing to the new stock at par, then the 
value of the privilege would be expressed in the market value 
of the stock, which would be established on a permanently 
higher level. Ko such assurance can, however, be given to 
the stockholders. The directors will follow the policy wdiich 
seems best at the time. They cannot limit themselves in 
the methods which they will employ for raising new capital. 
It is impossible, therefore, that these privileges should be 
counted upon at any particular time and to any particular 
amount. They are incidental and fortuitous gains to the 
stockholder, gains which he has ever}^ reason to believe he 
will receive in the future as he has received them in the past, 
but which will not be fully reflected in the higher market 
value of the stock. To gain these privileges, therefore, the 
stockholder must retain his shares. . It is well known that 
those corporations, such as the Illinois Central; Chicago, 
Milwaukee & St. Paul; Great Northern; United Gas Im- 
provement Company; and Kew York, Yew Haven & Hart- 
ford Company, which have granted valuable privileges, have 
a body of stockholders whose composition changes slowly. 

Directors place a high value upon permanence in their 
stockholding body. Stockholders of long standing can be 
counted on to support the management. In the unlikely 
event of a contest for proxies, the limited suppl}^ of such a 
stock makes it very difficult and expensive for an outside 
interest to buy control. One of the most serious difficulties ex- 
perienced by Mr. E. H. Harriman in his contest for the con- 
trol of the Illinois Central in 1907, was the firmness with 
which most of the individual stockholders supported Mr. Stuy- 
vesant Fish’s administration. 

Another argument in favor of selling stock at par is that 
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tlie securing of a premium on tlie sale of a large amount 
of stock is an uncertain matter^ depending on the condition 
of the stock market^ which may change overnight. In order 
to guarantee ‘that a premium will be secured, unless the sub- 
scription price is placed so far below the market price that 
it amounts, in efect, to a privilege to stockholders of record, 
the services of an underwriting syndicate must be employed. 
The Pennsylvania Railroad, for example, in 1903 offered 
$75,000,000 of stock to holders of record at $120 a share. 
The stock was at that time selling above 150. No difficulty 
was anticipated in disposing of the stock as offered in the 
subscription. A general decline in stock values, however, set 
in which carried down the value of the Pennsylvania stock 
with it. It was feared that the stock might fall below the 
subscription price by the date when the subscriptions were 
to be made. In this event the credit of the company would 
have been seriously damaged, since the subscription offer 
would have to be withdrawn. To guard against such a con- 
tingency, an underwriting syndicate was formed, headed by 
Speyer & Company, which, in return for a commission of 
$2,250,000, agreed to take from the company any of the 
$75,000,000 of stock at the subscription price of 120 a share, 
which the stockholders should not take. The announcement 
of the formation of this syndicate steadied the price which 
had at one time fallen to 114J, and the syndicate had to 
assume only a small part of its obligation, making a large 
profit on the transaction. The Pennsylvania Railroad is 
probably the strongest railroad corporation in the world, and 
its stock is highly esteemed by investors. On this occasion 
the stock was offered far below the market price, and yet the 
securing of a premium was only made possible by the inter- 
vention of an underwriting syndicate. 

On the other hand, a corporation whose stock sells at a 
high premium, and which offers new issues to stockholders at 
par, is never at a loss to obtain new capital funds. Dur- 
ing 1906, when the bond market was seriously depressed, and 
when the strongest railroad and industrial corporations, rather 
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than sell long term bonds on a five per cent basis, were 
resorting to the expedient of short term notes paying five 
and six per cent interest, four of the largest railroad com- 
panies — the Great Northern, the Northern Pacific/ the Chi- 
cago, Milwaukee & St. Paul, and the Chicago & Korth west- 
ern — -raised, among them, about $300,000,000 from their 
stockholders, by the sale of stock at par. If they had gone 
into the bond market, it would have been difficult for them 
to obtain this amount of money. They might have had to 
pay for three years an interest rate of at least six per cent on 
notes issued in anticipation of the sale of the bonds. 

There is this further to be said in favor of the sale of 
stock on a privileged basis to holders of record, that it is 
fair to the stockholder who does not care to increase his 
investment, and who would not be able to participate in any 
of the benefits of the new issue, if it were offered at a 
premium. Such stockholders receive their rights to subscribe 
W'hich they can sell in the manner already explained, and in 
this way participate, altliough to a less extent than the stock- 
holders who hold their stock, in the benefits of the new stock 
issue. 

The issue of premium stock at par to stockholders is an 
indirect method of distributing the company'^s surplus in the 
sense that a larger disbursement must be made on the stock 
than if this has been sold at a premium, A corporation 
wffiich obtains $1,000,000 by selling 10,000 shares of stock 
at par, when it could have obtained the same money by the 
sale of 6,666 shares at 150, is assuming a larger burden than 
is necessary to obtain the money. Its stock capital is 3,333 
shares larger than it would have been had the full market 
price been obtained. The dividend rate cannot be increased 
so rapidly as though a smaller number of shares had been 
sold to obtain the amount required. For this reason, the 
sale of privileged subscriptions by public service corpora- 
tions has been severely criticised. There is a strong tendency 
in public sentiment to compel these companies to sell their 
stock to realize the highest market price obtainable, and 
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not to faYor stockliolders by the sale of stock on preferential 
terms. 

The law usually does not take cognizance of the market 
value of stock. It merely requires that the par value should be 
paid in easily and in the absence of a special statute or ruling 
to the contrary, the corporation has authority to sell its stock 
at par. furthermore, market value, as already shown, is un- 
stable and uncertain. The realization of a given profit by the 
sale of a privilege, which, as we have seen, is a course adopted 
by only a portion of the stockholders to whom privileges are 
offered, is a doubtful matter. The Interstate Commerce Com- 
mission in the ease of the City of Spokane vs. hTorthern 
Pacific Eailway Company, considered this question of the 
return from privileged subscriptions, in reaching a conclu- 
sion as to the earnings of the Northern Pacific. The com- 
plainants in this case asserted that the Great Northern, one 
of the defendants in the ease, had distributed its stock, from 
time to time, in such a manner as to give its stockholders 
large profits in addition to their dividends, and insisted 
^“^that this manner of selling stock is vicious and unlawful, 
and that, in determining the return to these stockholders, we 
must have in mind the benefit conferred upon those stock- 
holders by this operation.^^ 

The commission, however, rejected this view as follows: 

Assuming, without deciding, that the complainant is 
right in its position that this practice is both unlawful and 
unwise, how can we, in this proceeding, take any practical 
note of what has been done? This stock is selling to-day, 
January, 1908, upon the market at something less than $120 
per share. If the original stockholder has retained and now 
owns his stock, he paid $100 in the beginning, has received 
a regular dividend, and now owns his stock at the above ad- 
vance. While the profit to him has been a handsome one, 
there is certainly nothing here which would call for a penal- 
izing of the stockholder. Suppose, now, that, instead of 
retaining the stock, the stockholder sold the same to some 
innocent purchaser who paid the market price, and who has 
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continued to own tlie stock from then until now. Tkis 
present stockholder paid perhaps $264 a share for his stock. 
He has lost $144 per share. Should we, for that reason, 
compel him to sustain a further loss ? The manner in which 
this stock has been manipulated may furnish a strong argu- 
ment against the propriety of permitting the sale of new 
stock in this manner, but so far as this particular company 
and the stock already issued are concerned, the transaction 
is ended, and can be giyen no practical consideration in 
determining what rates shall be charged by the Great North- 
ern Eailway Company. ’ ’ 

The practice of issuing privileged subscriptions, without 
restrictions, will not, in all probability, be continued by the 
public service corporation. At present the question is not 
at issue, owing to the severe depreciation in all securities 
dependent for dividends upon fixed rates and fares. This 
condition will not, however, be permanent. Eventually, 
public service stocks will advance and these companies will 
again have to go to stock-holding bodies for new capital. 
“With the more rigid control now exercised by public serwce 
commissions, including the Inter-state Commerce Commis- 
sion, over security issues, however, directors will probably 
be required, when selling new stock, to obtain the highest 
possible price. This does not, however, mean that stock- 
holders will no longer be favored with opportunities to sub- 
scribe on preferential terms, but merely that the value of 
the preference may be reduced. If a public service commis- 
sion is required to authorize an issue of stock selling at a 
premium, and to name a price at which the stock can be 
sold, unless they wish to take the responsibility for a pos- 
sible failure of the subscription, they will not insist that the 
corporation should attempt to obtain the full premium rul- 
ing at the time the offer is made. Some lower figure will be 
named, and at this figure the stockholders of record, to 
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whom the stock must first be offered, will usually take a 
considerable amount of the new issues, especially if the pre- 
mium is guaranteed by an underwriting syndicate. 


CHAPTER XXII 


THE BOEROWTNTG OF MONEY BY CORPORATIONS 

In chapter four the restrictions included in the pre- 
ferred stock contract for the protection of stockholders 
were enumerated and described. In early days these re- 
strictions were made more rigid when preferred stock was 
issued to obtain new capital than in original issues. Many 
of the old preferred stock issues were those used in re- 
organization in exchange for bonds whose interest the earn- 
ings of the company were insufficient to meet. Under such 
circumstances the bondholders could count themselves for- 
tunate if they received anything in the reorganization and 
were in no position to insist on measures of protection. 
With the growing use of preferred stock this difference 
in the number and severity of their restrictions between 
original issues and issues made after the formation of the 
company has largely disappeared and all preferred stock 
has, no matter when issued, equal protection. We may pass, 
therefore, in our discussion of the method of obtaining 
new capital from preferred stock to other means of cor- 
porate financing. 

The natural place of resort of anyone who wishes to 
borrow money is a bank. Corporations consider banks as 
places where they can obtain funds for any proper purpose. 
The National Bank Law has authorized the purchase of 
promissory notes by banks, and this has been stretched to 
sanction the purchase of bonds sometimes maturing fifty 
years from the date of purchase. Banks are the largest 
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bond bnyer^s.. Even when the bank is not able to purchase 
the security autright it usually will make a loan, using 
the security as collaterah 

Corporations resort to banks for a variety of purposes : 
to pay dividends in part or in whole, when cash is not 
immediately available; to purchase materials, or to carry 
materials already purchased; to convert purchases into 

■ cash; to make additions and betterments. In brief, when- 
ce ver money is needed the bank is expected to furnish it, 
.and when the security is satisfactory and the corporation 
borrowing has carried a satisfactory balance at the bank, 
the bank generally does advance the funds needed. 

A brief statement of the nature of the deposits out of 
which these Joans are made will show that the indiscrimi- 
nate lending which has characterized relations between the 
.corporations and the banks, the purchase of corporate 
bonds, loans on corporate securities, are by no means to be 
, approved, , and that with the growth of knowledge in this 
field these : advances to corporations will be greatly cur- 
tailed. 

A bank deposit is a promise issued by the bank to the 
depositor to ■pay him money on demand.- This promise 
the bank must at all times be in a position immediately to 
redeem. The depositor receives evidence of the promise 
in his pass-book and forthwith proceeds to put this credit 
in circulation by issuing checks against it. With these 

■ cheeks he makes all the payments 'which the necessities of 
his business require. Occasionally he will cash a cheek, as, 
for example, when he needs the money for a payroll, but 
for the most part he employs the deposit or check cur- 
:reney as a means of payment. It has been estimated that 
-over 95 per cent of -the business of the country is done by 

■ checks drawn against deposits and deposited by those who 
; receive them. These ■checks are seldom turned into money. 
‘When there is any doubt in the receiver’s mind whether 
a check is good at time received, he insists upon certifica- 
tion, by which the bank, on the check itself, evidences its 
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obligation to pay the money. Cheeks are, however, as a 
rule, neither turned into money nor certified. As fast as 
they are received they are deposited for collection: collec- 
tions offset each other, through the processes of clearing and 
collection, vp^ith the result that the banker is able to keep 
outstanding, with the aid of his inactive accounts and the 
balance which his borrowing depositors carry, an amount 
of promises to pay money on demand — deposits, that is 
to say — many times greater than the amount of actual 
money which he has in his vaults to meet these promises. 

The banking laws of the United States specifically rec- 
ognize this nature of banking deposits, that they are de- 
signed to multiply many times the efficiency of each dollar 
of gold. 

The foundation of our monetary system consists of 
gold coin. This is merely a commodity adopted as a stand- 
ard of value by all countries, manufactured into pieces of 
definite weight and fineness by the mint and accepted 
everywhere without question. In addition to gold the 
United States has issued large amounts of token money 
which consists of promises to pay gold, on demand. The 
national banks have also issued their bank notes, the Fed- 
eral reserve banks have issued over three billion dollars 
of Federal reserve notes, and banks and trust companies 
have issued over thirty billion dollars of deposit liabilities. 
Under the National Bank Act as recently amended a coun- 
try bank is required to carry no more than 3 per cent of its 
demand deposits in the form of gold: the rest of its re- 
serve can be deposited with the Federal reserve bank and 
the Federal reserve bank can in turn lend 65 per cent 
out of every dollar of its deposits to its members. The 
result is, as we have seen, that the business of the United 
States is done with these promises to pay money on de- 
mand and is backed up by a comparatively small amount 
of the thing which is promised, namely, gold. Gold is 
the foundation, and credit is the superstructure of the 
medium of exchange. 
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This system works satisfactorily under ordinary con- 
ditions. As long as no one raises the ciuestion whether 
a bank can redeem all of its deposits, the bank can continue 
to issue these promises to pay on demand in return for 
promises to pay at some future time, or on demand, and 
can charge much bigger interest than it pays on its promis- 
sory notes of borrowers. A bank will pay three per cent 
on time deposits and two per cent on cheeking accounts, 
while lending its funds at six to ten per cent. It is this 
differential, between what it pays and what it receives, 
which constitutes the profits of banks— and profits of banks 
are very large. The working of this system depends, how- 
ever, upon the banks’ ability to satisfy, in ease they are 
called upon to do so, their deposit liabilities in accordance 
with the terms of their promises. The theory underlying 
the Federal Reserve Act is that, if all the depositors of a 
bank should form in line and demand actual money for 
all deposits standing to their credit, the bank should be 
able to meet these demands. The nearest Federal reserve 
bank would be appealed to; bills receivable of the bank 
would be turned over either by rediscounting or hypothe- 
cating; and the bank would receive Federal reserve notes 
to meet every claim of its depositors. 

Now it is evident, in order for this system to work 
in such an emergency, that bank deposits should be in- 
vested only in self -liquidating paper or notes issued against 
the maturity of profitable business transactions. A bank 
lends its demand obligations, and it must stand ready to 
redeem these at any time. If it exchanges them for bonds 
maturing in thirty years, or for notes of its customers se- 
cured by inactive stocks and bonds, for which it could not 
find a market except at a heavy discount, by immobilizing 
its obligations, the bank is placing itself in a position 
where, if trouble arises, it might have serious difficulty 
even in meeting the demands of , depositors. The aid of 
the Federal reserve bank would be available in ease the 
amount of requests would not exhaust the note issue power ; 
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that is, so long as a 40 per cent gold reserve could be 
kept against note issues. But it would be impossible for 
the Federal Reserve System to meet an emergency such 
as was presented in 1907 when the entire country sus- 
pended payment because of the enormous demands for cash. 

The only way in which the banker can be certain of main- 
taining his solvency at all times is to exchange his demand 
obligations for promissory notes, drafts, and bills of ex- 
change which will be paid out of the proceeds of maturing 
transactions. The ideal loan for a bank to make is the pur- 
chase of an accepted draft representing the sale of goods or 
their performance of service to or for a solvent customer, 
drawn upon that customer, endorsed by the drawer, and 
sold to the bank. When the bank has the security of two- 
name paper for a transaction which evidently shows a 
profit, an unconditional obligation arising out of the pur- 
chase of goods, with additional security of the seller, — 
when the bank’s funds are invested in paper of this char- 
acter it is, in the language of the fraternity, a sound” 
bank. When, how^ever, the bank exchanges its deposit lia- 
bilities for corporate bonds or for promissory notes secured 
by bonds or stock, or for the notes of a corporation or 
individual, issued to obtain funds for construction pur- 
poses, where the borrower expects to renew indefinitely, 
making small reductions from time to time,-— under any of 
these conditions the banker is violating the canons of sound 
banking and is running a risk of being unable to meet the 
calls of his depositors. 

This principle of sound banking was clearly recognized 
by the framers of the Federal Reserve Act in that notes 
should not be available for discount which represented 
transactions in stocks and bonds. No notes secured by 
collateral should be available for discount. The thought 
iinderlyling this provision of the Act was that the Federal 
Reserve System should facilitate movement of commodities 
from producer to consumer, that the paper which the Fed- 
eral Reserve B.mk should take over should be self-liqui- 
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dating paper and that the maturity of the contract would 
furnish the borrower with means of refunding the loan. 

If a bank applies this test of self -liquidation to every 
loan it will never be embarrassed. In case its depositors 
press for money, all that is needed is for the bank to stop 
lending, and within four months all of its paper will auto- 
matically convert itself into money which can be paid out 
to depositors in literal redemption of bank paper. 

By this test the legitimacy of all corporate loans is to 
be judged— whether they anticipate the proceeds of busi- 
ness transactions which will mature in the near future. 
It is unsafe for a bank to invest money which is to be put 
into any form of fixed capital which will do no more than 
return a safe margin over the interest on the loan. Bank 
loans must be either paid when due, principal and interest, 
or materially reduced. Experience shows that permanent 
capital cannot be obtained from the commercial bank. 
Most bank failures which do not result from dishonesty 
of bank officials have been caused by locking up of banks’ 
obligations in securities which could not be quickly con- 
verted into money. The business of the bank is to supply 
the temporary needs of business for working capital. 
Nearly every business is, to some extent, seasonal in char- 
acter. The agricultural implement dealer, who sells to 
the farmer, may deliver machinery in the spring and wait 
until after harvest for payment. In the fall, when he 
has collected for the season’s sales, and has only begun to 
manufacture for next season, there will be no need for the 
implement manufacturer to borrow largely from the banks. 
The amount of capital locked up in machinery sold, will, 
however, steadily increase as the season advances, until, 
before harvest, he will have a large temporary investment 
in notes and accounts. It is not considered economical 
that the manufacturer should have invested sufficient capi- 
tal to carry his business for the entire year without resort 
to the banks. If such a policy be decided on, for a part 
of the year, the manufacturer would have on hand a large 
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amount of capital on wliieli he might be paying BiX per cent* 
dividends while receiving only three per cent for it from 
the banks. 

The manufacturer of agricultural implements obtains' 
notes from his customers, and these notes are used as cob- 
lateral for his own notes, which are sold to banks. When 
the notes mature they are paid out of the proceeds of 
collections. This illustration shows the principal contribu- 
tion of the banks to the working capital of industry. Banks 
sometimes extend permanent credit to concerns which are 
growing rapidh^ and require an increasing working capital, 
but the banks ^ contribution should be only a portion of the 
working capital of the business. It is better that a com- 
pany should provide for the normal amount of working 
capital, resorting to the banks to supply the seasonal de- 
mands for capital, and, also, any extraordinary demands 
to meet which permanent provision cannot be made. 

We may now summarize the classes of loans to corpora- 
tions which may be safely made by commercial banks. 

Discounting of trade acceptances. 

Second— Loems against stock assessments where 
the stockholders have already paid in a sufficient 
amount to make it certain that they will meet the 
call or where they are known to be solvent. 

TAw'd— Loans against stock or bond sales se- 
cured by underwriting or subscription commit- 
ments. These are, although not recognized by 
the Federal Reserve Act, essentially the same as 
loans made to facilitate the movement of grain 
from producer to consumer. The investment 
banker is the middleman here, the same as the 
wholesaler who sells commodities ; for as the whole- 
saler passes goods on to the retailer, and the re- 
tailer on to the consumer, so does the investment 
banker pass his wares to the investment houses, 
and they in turn on to the individual purchaser. 


298 


COUPOEATION FINANCE 


It is entirely proper for the commercial banker 
to lend large amounts to the investment banker 
since the investment banker is incessantly at work 
to dispose of such securities and since he is as 
certain to do so as the salesman of any other kind 
of merchandise. 

Fourth— hosim for extensions of new construc- 
tions or for working capital, the purpose of which 
is to complete profitable construction already in 
hand. It is a common thing, for example, for a 
shipbuilding company to make large loans from 
banks to complete construction of this nature. 

The loans are safe because when the ship is com- 
pleted money is available to pay the loan. The 
same thing is true of any construction the com- 
pletion of which can be fixed at a definite time and 
where the payment of money is properly secured. 

Fifth— hosiiis to cover variation in seasonal re- 
ceipts of money. These have already been de- 
scribed. This money may properly be used for 
such purposes as payment of interest or divi- 
dends, if only the amount of the loan is clearly 
in sight on basis of business done. 

Sixth — Loans on short term notes secured by 
collateral of recognized value. 

We can pass now from this analysis of the place of the 
commercial bank or trust company in corporation finance 
to the consideration of short term notes, the last class of 
loans which can properly be made to a corporation. 

Bank loans are not available as a source of permanent 
capital, although they may furnish a portion of the capital 
which a corporation requires. In some eases, however, a 
special form of obligation, either secured or unsecured, is 
favored by corporations, and largely sold to banks as well 
as to investors. This is known as the short term note. 
Such obligations run for one, two, or three years, and pay 
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a high rate of interest— five or six per cent. This form 
of obligation is usually resorted to during periods of strin- 
gency in the money market, when long term bonds cannot 
be sold except on the basis of a high interest yield. 

A first-class railroad corporation expects, under normal 
conditions of demand, to sell its first mortgage five per 
cent bonds at par. The money market may, however, get 
into such a condition that a five per cent bond of this class 
cannot be sold except at a price to yield six per cent to 
the investor. Suppose the corporation wishes to issue a 
thirty-year bond. If it makes the issue at such a time, it 
will have to pay the one per cent extra for thirty years, 
or thirty per cent on the entire amount of the issue. Look- 
ing at the proposition solely from the standpoint of in- 
come, and assuming that an improvement in the bond 
market will, within two or three years, make it possible to 
again sell four per cent bonds at par, it is advantageous 
for a company, in the circumstances described, to borrow 
the amount required for, say, three years, paying seven 
per cent interest, and trusting to its ability to refund the 
obligation at maturity on a four per cent basis. Instead of 
paying thirty per cent premium, therefore, the company 
which makes an issue of two-year seven per cent notes, 
and refunds these on a four per cent basis, will pay only 
four per cent premium for the money over the entire 
period. 

The conditions under which the issue of short term 
notes is advantageous are illustrated by the situation of 
the American money market in 1906. During this year, 
the bond market had been extremely dull. Prices gen- 
erally declined ; issues yielding less than four and a half 
per cent gained little attention. The explanation was 
found in the high rates for money. The largest bond 
buyers are the financial institutions, banks, savings banks, 
trust companies, and insurance companies. During 1906, 
these large bond buyers were able to lend their funds on 
call through the banks, or to purchase commercial paper 
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at very higli rates of interest, and witli perfect security. 
As a result, they reduced their bond purchases. As an 
illusti'‘ation of the stringency of money prevailing during 
this year, may be cited the case of one of the largest 
manufacturing concerns in Philadelphia, and one of the 
foremost enterprises in its field, which was obliged to sell 
its paper on an eight per cent basis. Individual bond 
buyers, large merchants and manufacturers who are, to an 
increasing extent, investing a portion of their profits in 
negotiable securities, had their funds so fully employed in 
their business that no surplus remained for investment. 
Railroad and industrial corporations were at this time 
heavily committed to new undertakings. To obtain the 
money for these extensions and improvements, rather than 
burden themselves with high rates of interest during the 
life of long term bonds, they preferred to sell short time 
notes, generally paying six per cent interest, which would 
be taken by banks and private investors on account of the 
security offered and the high rates of interest, approxi- 
mating those wdiich could be obtained in the loan market. 
The amount of notes put out by the principal railroads 
and industrial corporations during this year was very 
large. The corporations making these issues preferred to 
pay higher rates for one, two, or three years in the belief 
that when the date of maturity arrived, the condition of 
the bond mai'ket w^ould have so much improved as to per- 
mit the retirement of these short term obligations with 
bonds at lower rates of interest. 

An illustration of the use of short term obligations was 
the $15,000,000 of six per cent gold notes issued by the 
Southern Railway on May 1, 1908. The bond market at 
this time was so greatly depressed that none but issues of 
the strongest corporations would be taken. The Southern 
Railway was not in this class. Its credit was considered 
so doubtful that it was not expedient to attempt to market 
its bonds. These notes were offered at 98% and accrued 
interest and were payable on or before May 1, 1911. 
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Short term notes may be either secured or unsecured. 
If unsecured, their value rests upon the general credit of 
the company which depends primarily upon its surplus 
earnings over charges. The security of notes is also in- 
creased by the fact that, in most cases, their proceeds are 
invested in the improvement of the property. For ex- 
ample, in the case of the Southern Eailway notes, it was 
proposed to apply the proceeds of the notes substantially 
as follows : 

First, to provide capital for obligations accrued and 
to accrue, representing generally the retirement of equip- 
ment obligations, the purchase of steel rails, construction 
now under contract, and additional betterments and im- 
provements to the properties covered by the development 
and general mortgage, say $8,500,000; to provide for the 
redemption of the sterling notes which -will mature on 
June 1st and July 2d next, say $3,000,000. The balance 
to be used to reimburse the treasury to that extent for 
moneys heretofore expended for construction and capital 
account, say $3,500,000.’’ 

Out of $15,000,000 of notes, the proceeds of $8,500,000 
would go to improvements which might reasonably be sup- 
posed to produce revenue equal to the interest on the notes, 
and which increased, to that extent, the value of the prop- 
erty which secured the notes. Only $3,000,000 were pro- 
vided to fund other notes. Short term notes are better 
secured when the proceeds of the sale are to be spent for 
the benefit of the company than when they merely take the 
place of other maturing obligations. The sale of these 
notes for refunding purposes is much more difficult than 
when at least the major portion of their proceeds is to be 
spent upon the property. 

Short term notes are usually secured. In eases where 
they have been issued on account of the present unsala- 
bility at attractive prices of mortgage bonds already au- 
thorized, it is customary to pledge collateral as additional 
security for the notes. The $15,000,000 of Southern Bail- 
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way notes, for example, were secured by $20,000,000 of 
Southern Railway development and general mortgage four 
per cent bonds, Series by $2,500,000 of Tennessee 

Central Railroad prior lien mortgage four per cent bonds, 
and by $2,000,000 Virginia & Southwestern Railway first 
consolidated mortgage five per cent bonds. Earlier in 
1908, the Hudson Company, of New York City, sold $15,- 
000,000 of six per cent notes, secured by the deposit of 
$22,500,000 of the first mortgage 4% per cent bonds of the 
Hudson & Manhattan Railroad Company which owns the 
tunnels between New York, Jersey City and Hoboken. In- 
deed, the securing of these short term obligations by col- 
lateral is so common that the giving of such security may 
now be considered obligatory. Even a strong company 
like the Pennsylvania Railroad Company, or its subsidiary, 
the Pennsylvania Company, secures its short term obliga- 
tions by ample collateral. 

Since these notes are sold on a banking basis, and are 
secured by collateral, it is fair to the company that they 
should have the same liberty of reducing their loans which 
is allowed to the ordinary borrower on collateral. This 
provision is usually made. The Hudson Company’s notes, 
for example, were issued subject to the right of redemption 
on any interest date, upon thirty days’ notice, at par and 
interest, plus a premium of one per cent per annum upon 
the principal from date of redemption to maturity. 

If at any time during the life of the short term obliga- 
tion, a favorable opportunity arises to sell the collateral, 
it is usual to provide that this can be done. Thus, in the 
issue above described it is provided that: 

^ ‘The Southern Railway is to have the right at any time 
to withdraw by payment therefor in cash at the following 
prices: Development and general mortgage four per cent 
bonds, Series A,’ at the same price and for the same 
periods as provided above for the conversion of the notes; 
Tennessee Central prior lien mortgage four per cent bonds 
at not less than 85 per cent ; Virginia & Southwestern first 
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consolidated mortgage five per cent bonds at not less tban 
ninety per cent, with accrued interest in each ease. Such 
cash is to be applied by the trustee to the purchase or 
redemption of the notes as provided in the trust inden- 
ture. ’ ’ 

The use of notes is merely a temporary expedient to 
bridge over a period when bonds cannot be sold. Although 
they may be sometimes funded into other notes of the same 
kind, it is not possible for this process to be continued 
indefinitely, and refunding usually requires higher interest 
or better security on the new notes. These notes must, in 
other words, be paid, principal and interest, within a short 
time. On this account, large reliance upon this means of 
obtaining new capital is, for a weak corporation, consid- 
ered unsafe. Although it is expected that the bond market 
may improve to admit of the collateral back of the notes 
being sold at good prices, yet this improvement cannot be 
guaranteed, and it has frequently happened that short 
term obligations came due at a time when it was most 
inconvenient for the company to pay them. With a strong 
corporation, in such an event, no difficulty is to be ex- 
pected, but if the maturity of the notes coincides with a 
period of business depression, when the net earnings of the 
issuing company are below even their normal level, and 
when the bond buyer is unusually critical concerning the 
securities offered him, the company which, for the sake of 
saving interest, has burdened itself with the obligation to 
repay a large sum of money at such an inopportune time, 
may run great danger of bankruptcy. The difficulty ex- 
perienced by the Wheeling & Lake Erie, and the Erie Rail- 
road Companies in refunding their notes maturing in 1908, 
illustrates the danger in this method of procuring funds. 
The first company was forced into bankruptcy by the ma- 
turity of a note issue, and the Erie was saved only by the in- 
tervention of Mr. E. H. Harriman. For any but the strong- 
est companies, the provision of new capital by the issue of 
short term notes is to be entered upon with great caution. 
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LONG TERM BONDS 

Long term bonds are of two kinds— those without spe- 
cial security, known as debentures, and those with special 
security, such as mortgage bonds, collateral trust bonds, 
and car trust certificates. 

A debenture is a certificate of debt issued by a corpora- 
tion without mortgage or collateral security. An illustra- 
tion of a debenture is an issue by the New York, New 
Haven & Hartford in 1904, which is, in substance, as 
follows : 

Fifty yeai’S after date, the New York, New Haven 

& Hartford Railroad Company promises to pay 

or order, $1,000 at the office of its Treasurer, in the 
city of New Haven, Connecticut, and to pay interest 
thereon from date at the rate of 3^ per cent per an- 
num. 

The security offered to the debenture holder is the right of 
action against the company in default of their payment of 
principal or interest. In this respect, debentures are su- 
perior to preferred stock which they resemble in having 
a prior claim to earnings, a claim, however, which is en- 
forceable by legal action. 

The measure of the value of the debenture bonds is the 
surplus earnings of the corporation over the prior fixed 
charges. They are, in no respect save in name, different 
from junior mortgage bonds, and they usually bear a 
higher rate of interest than first mortgage bonds. Deben- 
tures differ radically from income bonds. An income bond 
is a bond whose interest is payable if it has been earned, 
but whose principal, like that of any other bond, is payable 
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at a definite date, and may also be secured by mortgage. 
It is necessary, from the standpoint of the purchasers of 
these bonds, that the income out of which their interest is 
payable should be precisely defined. The borrowing com- 
pany should be allowed full operating expenses, but from 
maintenance charges all betterment expenses should be 
carefully excluded. Depreciation on the capital contrib- 
uted by the income bond buyer should not be allowed. In 
its place an adequate sinking fund, perhaps conditioned on 
earnings, in which case it should be cumulative, should be 
provided. Interest on income bonds should in all eases be 
cumulative. If not earned in one year, it should be carried 
over as an absolute claim on any future accumulation of 
earnings. When these precautions are taken, an income 
mortgage bond gives the holder all the protection which 
can be afforded by the earnings. 

Eeturning now to the consideration of debentures, we 
find that the contracts with the debenture holders may 
contain certain special securities which go far to compen- 
sate for the absence of mortgage security. It may be 
provided that no mortgage shall be placed upon the prop- 
erty unless the debentures are included in the lien of the 
mortgage. Thus, for example, in the offer of the deben- 
tures of the New York, New Haven & Hartford appears 
the following : 

These debentures will also provide, as far as lawfully 
may be, that if this company shall thereafter create, any 
mortgage upon its now existing main lines of railroad 
between Woodlawn in the City and State of New York, 
and Springfield in the Commonwealth of Massachusetts, 
or its now existing main lines between New Haven in the 
State of Connecticut, and Providence in the State of 
Ehode Island, such debentures shall, without further act, 
he entitled to share in the security of such mortgage 
pro rata with aii^^ other obligations that may he se- 
cured thereby, and that any such mortgage shall ex- 
pressly so j)rovide- 

It may be provided that, as long as the debentures are 
outstanding, the debt of the company shall not he increased. 
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Tlie agreement with the debenture bond-holders of the Colo- 
rado Fuel & Iron Company provides that ; 

So long as any of said debentures or the interest war- 
rants annexed thereto, shall be unpaid, no mortgage or 
other encumbrance shall be placed upon any of the 
property of the Iron Company, nor shall any other de- 
bentures be authorized or issued, nor any other bonds, 
except those provided for in the mortgages or deeds of 
trust outstanding July 1, 1901, and except bonds and 
mortgages to be authorized and issued to replace the 
bonds provided for in such mortgages or deeds of trust, 
in case the Iron Company may desire to refund the same 
or any of them, but in no event shall the par value of 
its said refunding bonds exceed the par value of the 
bonds which they shall be issued to replace, nor shall 
the rate of interest on any of such refunding bonds ex- 
ceed the rate of interest upon the bonds which they shall 
be issued to replace, it being the meaning of this agxee- 
ment that neither the total amount of bonds at any time 
outstanding nor, the rate of interest thereon, so long as 
any of said debentures or the interest warrants annexed 
thei’eto shall be unpaid, shall be increased ; nor shall any 
notes be issued or indebtedness authorized or created 
for any other purpose than the ordinary running ex- 
penses of the Iron Company. 

The precautions indicated in the foregoing extract are 
highly desirable from the standpoint of the debenture 
bondholder. 

A corporation which has issued debenture bonds may 
have retained the right to issue bonds under its various 
mortgages, by which the security of a debenture which 
can be satisfied only after the prior claims of mortgage 
bonds, would be seriously impaired. By inserting in the 
contract with the debenture bondholder such a provision 
as the foregoing, a corporation, so long as the debentures 
were outstanding, would be unable to issue any other form 
of debt than short term notes or an inferior grade of de- 
bentures. 

It may also be provided for the protection of the de- 
benture bondholders that the proceeds of these bonds shall 
be expended in a specified manner for the benefit of the 
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property. To quote again from the agreement of the 
Colorado Fuel & Iron Company : 

Tlie Iron Company agrees that the proceeds of the 
initial $10,000,000 of said debentures shall be used 
only for additions and improvements to the plant of 
the company, and for working capital and other cor- 
porate purposes, and that the proceeds of the remain- 
ing $5,000,000 of said debentures shall be used only 
for the acquisition of additional property. 

It would be impossible, in view of this clause in the con- 
tract, for the proceeds of the debentures to be used to retire 
outstanding indebtedness of the company, or as a means of 
providing funds for the distribution of a portion of the 
company’s surplus to stockholders. The provision stipulates 
that all the money which the purchasers of the debenture 
bonds pay into the treasury of the company shall be expended 
in such a manner as to increase the value of the company’s 
property, and the net earnings upon which the debenture 
bondholders must rely for their interest. With these safe- 
guards thrown about him, the position of the debenture bond- 
holder is not greatly inferior to that of the holder of a 
second mortgage bond. 

In order to make debenture bonds more attractive, and 
to sell them at higher prices, many corporations have adopted 
the plan of making these bonds convertible into stock at a 
certain figure. The issue of debentures with the convertible 
feature is rapidly growing in favor, and several of the strong- 
est railroads in the country — ^the IJnion Pacific, the Atchison, 
and the New York, New Haven & Hartford — ^have adopted 
this plan of financing their capital requirements. These con- 
vertible debentures are direct obligations of the issuing com- 
pany, although they are unsecured by mortgage. They carry 
a fixed rate of interest and are payable at a definite date. 
In addition, the holders of the bonds are given the privilege 
of converting them into stock, usually common stock, at a 
certain figure, either up to a certain date or after a certain 
date. For example, the ten-year five per cent convertible 
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gold bonds of the Atchison^ Topeka & Santa Pe are conrert- 
ible into common stock prior to June 1;, 1913;, at the option 
of the holder, on the basis of ten shares of common stock, par 
value 100, for each $1,000 bond; and the Delaware & Hudson 
Company, in 1906, issued ten-year debenture four per cent 
convertible bonds, convertible into the common stock of the 
company prior to June 15, 1912, on the basis of five shares 
of stock for each $1,000 bond. The conversion privilege on 
some convertible bonds does not begin for a number of years, 
as, for example, the six per cent debenture bonds of the Hew 
York, Hew Haven & Hartford are convertible between 1923 
and 1948, at par into the common stock of the company. As 
a rule, however, the conversion privilege is immediate. The 
conversion price is usually fixed at a figure considerably above 
the market price of the stock when the bonds are issued. 

The advantages offered by these bonds to the investor 
are evident. Convertible bonds, considered as obligations of 
the company, rank with junior lien bonds. A company which 
has a long dividend record is reasonably certain to pay inter- 
est and principal of its junior mortgage bonds. The stock 
of the corporation represents the residuary claim to the in- 
crease in its profits and values. If the business of the com- 
pany is well conducted, its stock may go to a high figure. 
The holder of the convertible bond can then make a large 
profit by exchanging his bonds for stock. 

A feature connected with convertible bonds which makes 
them especially attractive to the speculative element always 
to be attentively considered in any sale of securities, is the 
movement of their value as compared with the movement 
of stock values. Since the convertible debenture is a 
bond, an unconditional obligation of the corporation to pay 
money, it will be valued as a bond by its holders, and 
there will be a certain point below which it will not fall. 
The purchaser of five per cent debenture bonds of a strong 
railroad company at, say, 96, can be reasonably certain that, 
no matter how unfavorable the financial situation may be, the 
price of his security will not fall much below 90. The stock 



LONG TEEM BONES 


309 


of the same company^ although it may pay a higher diYidend 
than the rate of interest on the bond, may easily fall to 75. 
On the other hand, when the price of the stock advances, the 
convertible bonds, since they are exchangeable for the stock, 
also rise more rapidly than other junior lien bonds which do 
not have the conversion privilege. The Atchison, Topeka & 
Santa Pe has outstanding a large issue of convertible four 
per cent bonds as well as a second mortgage four per cent 
bond, known as Adjustment Mortgage four per cent. Dur- 
ing the panic of 1907, the adjustment mortgage 4s fell 
to 77^ and the convertible 4s to 80. With the revival of 
business, the stock of the Atchison rapidly advanced, and 
the convertible bonds rose. On November 24, 1909, the con- 
vertible 4s sold at 119J while the adjustment mortgage 4s 
had only recovered to 94J. 

Tip to and beyond the conversion figure, as long as any 
of the convertible bonds remain outstanding, the price of the 
bonds and of the stock into which the bonds are convertible 
will move together. The price of the convertible bond will 
usually be lower than the price of the stock for which it is 
exchangeable, since a large part of the demand for convertible 
bonds, which have risen to high figures because of this ex- 
change privilege, will come from investors who choose this 
method to acquire the stock at less than market figures. Con- 
vertibles sell at a lower price than the stock for which they 
are exchangeable, for the same reason that rights to subscribe 
to stock at par sell for smaller sums than the amounts repre- 
sented by the differences between par and market price on 
any given date. The correspondence, however, between the 
price movements of convertible bonds and stock is sufficiently 
close to make these bonds very attractive to a large class of 
investors who are not averse to taking a speculative profit if 
this can be done with moderate risk. 

Convertible bonds are also bought largely by speculators 
as a protection against short sales. Suppose, for example, 
a speculator desires to sell Atchison stock short around par. 
He begins his operations by buying ten of the convertible 
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1 bonds wliicli will be selling around 98-|. He then sells 100 

i shares of Atchison short, borrows the stock from some one 

I who has it to lend, and deposits his bonds as the principal 

i security for the loan, receiving $10,000 for the stock, less 

i his commissions, with which he can pay for his bonds and 

i ' have a small profit remaining, subject to the risks of his 

I contract to deliver 100 shares of stock whenever called upon 

[ by the lender. Suppose, now, that his calculations are cor- 

j rect, and that Atchison falls to 90. His convertible bonds 

I may decline, although this is not necessarily involved in a 

! situation which would produce a fall in the price of the stock. 

i| He might, however, lose three points on his bonds. At the 

I same time, however, he would make $10 a share on his trans- 

I action in the stock, since he could purchase 100 shares for 

$9,000, and deliver the stock to the one from whom he 
j borrowed it, receiving back his convertible bonds. In the 

I event of the speculator's calculations proving erroneous, and 

I if iktchison stock advanced ten points to 110, he would lose 

$10 a share on his stock, or $1,000. His convertible bonds, 
however, would probably advance to 105, so that his net loss 
wmuld be only $350. Furthermore, in the unlikely event of 
the stock being cornered, the holder of convertible debentures 
can protect himself by exchanging his bonds for stock which 
the company holds in its treasury available for the conversion 
from the date the bonds are issued. Owing in part to these 
speculative advantages possessed by convertible debenture 
bonds, they are in large demand, and their prices are often 
far above their investment values. 

Whatever may be said of the debenture bond from the 
standpoint of the investor— and it must be admitted that the 
position of most debenture bondholders as unsecured cred- 
itors is, from an investor's standpoint, not especially attrac- 
tive — ^there can be no question that they offer to a corporation 
whose stock is selling so close to par that it cannot count on 
disposing of any large amount at that figure, and which is not 
in a position to issue first mortgage bonds, an opportunity 
to obtain money on favorable terms by combining the doubt- 
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fill investment qnality of debentures with the speculative pos- 
sibilities involved in the conversion privilege. Erom the com- 
pany’s standpoint, the sale of convertible debentures is merely 
a deferred sale of the stock for which the convertibles are 
to be exchanged. This deferred sale of stock is often made, 
through conversion, at a high premium, a much higher 
premium than could be obtained by selling the stock direct. 
The use of convertible debentures has been criticised on the 
ground that a company by resorting to this form of security 
will spoil the market for its prior lien bonds. As a rule, how- 
ever, debentures are not resorted to as long as first-class bonds 
under prior lien mortgages are available for sale. 


CHAPTER XXIV 



MORTGAGE BONES AND CORPORATE ENDOWMENTS 
AND GUARANTEES 

We next take up long term obligations with mortgage^ col- 
lateral, or lease security. American financiers are cammitted 
to the idea of s|)ecifie security. Until recent years, it has 
been very difficult to sell debenture bonds at values com- 
mensurate with their real security. Laws regulating the 
investment of the funds of savings banks and trust funds 
usually stipulate first mortgage bonds. In Great Britain, on 
the other hand, bonds without specific lien security are more 
common. 

Recognizing the preference of the American investor for 
mortgage bonds, corporation directors, in formulating a plan 
for provision of new capital, must keep in view, in selecting 
a type of obligation, the following objects: Pirst, they must 
secure for the corporation the money required ; second, they 
must procure this money at a reasonable cost; third, they 
should provide, if possible, in a mortgage whose bonds are 
readily taken by investors, for subsequent issues of bonds. 
The directors come next to the consideration that the in- 
vestor will pay a higher price for first mortgage bonds than 
for any junior security. Of two bonds of equal security, so 
far as earnings are concerned, one secured by a first and the 
other by a second mortgage on the same property, the first 
mortgage bond will always be preferred. This preference 
is easily explained. In case of bankruptcy and reorganiza- 
tion, the first mortgage bonds are in a position of great ad- 
vantage. Up to the earning power of the property set aside 
to secure them, they must be protected. Before the holder of 
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second mortgage bonds can enforce the lien of their secnrity, 
they must satisfy all the claims of the first mortgage. The 
investor's first concern is the safety of his principal. He 
wishes the utmost protection. This protection the first mort- 
gage, as distinct from any jnnior lien, gives hini.^ 

Next in order to first mortgage bonds, in grading secured 
issues, the investor will rank collateral trust bonds where the 
security consists of other bonds or dividend-paying stock, and 
where the borrowing company can pay the interest, if need 
be, without depending upon the income produced by the col- 
lateral. Pinally, he will put bonds secured by leases, such 
as car trust certificates. Two problems then confront the 
directors of corporations proposing to issue bonds. They 
must give the bonds, if possible, the security of a first mort- 
gage, and, if this cannot be done, they must adopt some form 
of obligation which will give the bonds issued a first lien on 
either securities owned or on rights under leases. In case 
neither method is available, and also as additional security 
in all cases, the corporation may assume the indirect or con- 
ditional obligation of a guarantor or indorser of bonds which 
are sold for its benefit. 

In giving bonds first mortgage security, it is necessary 
to deal with two types of existing mortgages. First, those 
which stipulate that all property subsequently acquired by 
the corporation shall come under the existing mortgages, and 
second, those which set aside specific property as security, 
leaving subsequently acquired property to be pledged as se- 
curity for additional loans. Under the first classification we 

h Many exceptions can be cited to this rule. Some of the best 
bonds are secured by general mortgages — that is, second and third 
mortgages. The Erie prior lien bonds, for example, are secured by 
a sixth mortgage on its main line. In these cases, however, the first 
mortgages are usually for small amounts calling for such moderate 
payments in relation to the surplus earnings of the company that 
the investor disregards the prior liens. A tendency is visible, however, 
in recent years, among railroad financiers, to retire, as far as possible, 
these underlying liens in order to bring the mortgages securing the 
large, issues of general mortgage bonds nearer the property. 
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find two types of mortgages — ^the open-end mortgage^, and tlie 
closed mortgage. Under the open-end mortgage bonds may 
either be issued to any amount without limit, or a bond reserve 
large enough to provide for all future needs of the company 
is authorized/ the bonds being protected, however, by the 
requirement that the money shall be invested in a specified 
way for the benefit of the company, or that their issue shall 
be controlled and approved by some disinterested authority. 

Bonds are issued under a closed mortgage when the 
amount of bonds to be issued under the mortgage is limited. 
Closed mortgages are of two kinds : First, where the property 
subsequently acquired by the corporation is included under 
the lien of the mortgage ; and second, where the lien is lim- 
ited to the property enumerated in the instrument. The 
first may be called an mclusive and the second an exclusive 
closed mortgage. Closed mortgages have the following form 
of enumeration of property transferred : 

Together with all the branches, extensions and sid- 
ings thereof and therefrom, and all the lands and. 
rights of way used and occupied, or surveyed, laid out, 
or intended to be used and occupied for the said rail- 
roads, branches, extensions and sidings, with all the 
railroad tracks, buildings and improvements thereon, 
and all and singular the lands, bridges, trestle works, 
wharves, shops, stations, depots, engine houses, en- 
gines, cars, rolling stock, furniture, equipments, and 
generally all and singular the estate, real and per- 
sonal, of the said . . . Eailway Company, whatsoever 
and wheresoever^ now owned or hereafter to he ac- 
quired hy itf 

An illustration of the exclusive closed mortgage where 
the lien of the mortgage is limited to specified property, 
and does not include any property which may be hereafter 
acquired, is furnished by the mortgage securing the first lien 

^ The true open-end mortgage is rare. For practical purposes a 
bond reserve several times the amount of the initial issue is equivalent 
to the authorization of unlimited issue. 

2 Italics are the author’s. 
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convertible four per cent gold bonds of the Union Pacific 
Railroad Company, due May 1, 1911, which assigns to the 
trustee : 

All and singular the several lines of railroad, prop- 
erty, and premises belonging to the Railroad Com- 
pany which are particularly described as follows. . . 
Together with all additions, lands, terminals, yards, 
bridges, tracks, rights of w^ay, trackage rights, build- 
ings, telegraphs, shops, elevators, and other structures 
and fixtures, easements and leaseholds, corporate rights 
and franchises, now held or acquired or hereafter held 
or acquired for use in connection with the said lines 
of railroad, specifically above described; and also the 
earnings and profits thereof, also the following de- 
scribed bonds and stocks, namely : . . . Together with 
any and all shares of stock or bonds of any other cor- 
poration which the Railroad Company may hereafter 
deposit and pledge hereunder by way of substitution 
or otherwise.^ 

Under this mortgage, the security of the bonds is specific- 
ally restricted to the property enumerated in the mortgage, 
and there is no obligation on the part of the company, al- 
though it may do so, if it desires, to add to this security. 

First mortgage bonds can be issued under inclusive closed 
mortgages only if a portion of the bonds authorized has been 
reserved to provide for the future needs of the company. Un- 
der most of the closed mortgages issued by the large railroad 
companies, only small amounts can still be issued. For ex- 
ample, the offering by the Guarantee Trust Company of 
$2,072,000 prior lien per cent gold bonds of the Baltimore 
& Ohio Railroad Company in July, 1908, contained the fol- 
lowing : 

With the above offering the mortgage is closed, and 
in consequence this is probably* the last opportunity 
to obtain a round amount of these bonds at unsatis- 
factory price. The general inability of the railroads 
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to create in the future new bonds which will compare 
in point of security with first mortgages of this class 
renders this an opportunity which should be em- 
braced. 

If the authorization of bonds under a closed first mortgage 
has been exhausted bj issue^ the only recourse of tlie directors 
desiring to give to the investor bonds secured by a prior lien^ 
is to the issue of bonds by a subsidiary company organized 
for that purpose;, and guaranteed by the parent company; 
or to a collateral trust issue;, if the first mortgage of the 
parent company does not include all securities owned in its 
schedule of property to be hereafter acquired ; or to a 
combination of the two methods. These methods of raising 
capital we shall take up in detail in their proper places. If 
the closed mortgage does not include all property to be 
hereafter acquired/^ so that the company can subject some 
of its property to the lien of a first mortgage;, then it is usual 
to execute a general refunding first mortgage., or a con- 
solidated first mortgage which will become a first mortgage 
on all the property of the company when the uiideiiying 
bonds mature. Provision is made for a sufficient issue of 
bonds under the consolidated mortgage to retire the prior 
lien bonds, and the general effect and impression is that of 
a first mortgage bond. Eeferring again for illustration to 
the issue of bonds by the Union Pacific above noted, we find 
the following description of the securit}’' in a letter from 
President E. H. Harriman, under date of June 8, 1908 : 

Eeferring to the ^ first lien and refunding mortgage four 
per cent bonds’ of this company, I beg to state that these 
bonds are to be secured by a first mortgage on 1,177.71 miles 
main track and 146.63 miles other track of owned railroad 
lines. The lines mortgaged are valuable and important parts 
of this company’s system. . . . The amount of bonds which 
may be issued at present on the security above stated is $50,- 
000,000, and no further amount can be issued in addition 
thereto until the security of the mortgage be extended to cover 
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^subject only to tlie first mortgage of this eompanj^ dated 
July 1;, 1897) all the lines covered by said first mortgage . . . 
the entire railroad mileage of the Union Pacific Kailroad 
Company. When the lien of this mortgage is extended to cover 
all of the present railroad mileage of the Union Pacific Eail- 
road Company, the total authorized amount of bonds which 
may be issued thereunder, including the above $50,000,000, 
wall be $200,000,000, of which $100,000,000 are to be reserved 
to refund the first mortgage four per cent bonds, due July 
1, 1947, for a like face amount, which first mortgage bonds 
shall not be extended when due, so that the "first lien and 
refunding mortgage shall ultimately become the sole first 
mortgage upon the entire present railroad property of the 
company, and upon any additional property hereafter ac- 
quired or constructed ivith the proceeds of bonds of this 
issue/ ^ The remaining $50,000,000 bonds are to be reserved 
to be issued only for the construction or acquisition of addi- 
tional lines of railroad, connecting with the lines then sub- 
ject to the mortgage, and for the acquisition of other property 
for use on or in connection with the mortgaged lines and 
for improvements thereon, as specified in the mortgage, and 
all of which shall then pass under the lien securing the en- 
tire issue of these bonds.” 

The Union Pacific, it appears from this statement, took 
advantage of the fact that its first mortgage is not inclusive 
of all property which it may hereafter acquire, to pledge 
certain lines which had been built or purchased since the 
first mortgage was executed, under the lien of this first con- 
solidated mortgage. This is, therefore, a first mortgage on 
some lines, and a second mortgage on others. It is also here 
provided, which is usual in this type of security, that eventu- 
ally this first and refunding mortgage shall become an abso- 
lute first mortgage on all the property of the system. 

Here again we find the precaution taken that the com- 
pany should have available first mortgage bonds, in the pro- 


^ The italics are the author’s. 
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vision that $50,000^000 are to be reserved for subsequent 
issue. Great care is taken in drawing refunding mortgages 
to provide that the maturing bonds should be retired, either 
by payment or conversion, as fast as they mature, so that the 
priority of the lien of the refunding mortgage shall be ex- 
tended as rapidly as possible. 

Bonds are not often issued under second and third mort- 
gages except in reorganizations. So strong is the prejudice 
against them, that even here they have fallen into disuse. 
There are exceptions to this rule, but, generally speaking, 
second mortgage bonds cannot be sold to advantage. 



CORPORATE INDORSEMENTS AND GUARANTEES 

Wlien first mortgage bonds cannot be sold, resort may 
be had to several methods of securing the obligations with 
which the desired capital is to be obtained. The purpose of 
each of these methods is to' approximate as closely as possible 
the security of a first mortgage. The first of these methods 
is to organize subsidiary companies in the interest of the 
company which desires to provide the new capital. These 
companies issue to the parent company their bonds secured 
by a first lien on the property purchased or constructed, and 
also secured by the indorsement of the parent company. The 
parent company can either sell the subsidiary company’s 
bonds direct, or can deposit them as collateral security for 
an issue of its debentures, unless compelled by the terms of 
its prior lien mortgages to deliver them to the trustees of its 
existing obligations. A large amount of railway mileage has 
been built in this manner through subsidiary companies, 
either because the parent company was limited in its borrow- 
ing by the terms of its mortgages, or because the laws of the 
State where the new lines were located required ownership by 
a local company. This form of financing new construction 
is not so common as formerly. 

The use of the indorsement is still general. One of the 
most common uses of this method in recent years is the in- 
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dorsement of bonds of terminal companies by the Yarioiis rail- 
way corporations which make nse of the facilities thus pro- 
vided. A number of issues of bonds have been made by new or 
weak companies in recent years secured by the indorsement 
of certain prominent and wealthy individuals or firms. The 
most conspicuous illustration of this use of individual credit 
to bolster up the credit of weak companies was furnished 
by Mr. H. H. Eogers in his guarantee of the bonds of the 
Virginian Railway, and by Mr. Henry M. Flagler, on the 
strength of whose personal guarantee a large amount of 
notes were sold by the Florida & East Coast Railway Com- 
pany. Another use of the guarantee is the sale of equip- 
ment notes given to such companies as the American Loco- 
motive Company or the American Car & Foundry Company 
by weak railway companies, and which are sold with the 
indorsement of the equipment companies. 

An indorsement of a corporate bond has, of course, the 
same form and significance as an indorsement on a promis- 
sory note. By indorsing a note, a person or corporation alike 
agree that in case the maker does not pay the note at matu- 
rity the indorser will pay it. Corporate guarantees are of 
two kinds: First, strong guarantees, and second, weak guar- 
antees. An example of a weak guarantee is as follows : 

For value received the Great Western Power Co. 
hereby guarantees to the holder of the within bond 
the prompt and punctual payment, according to the 
terms thereof, of the principal of, and interest upon, 
the within bond, and further guarantees to the said 
holder that the sinking fund installments in respect 
to Series “ A ” bonds provided in the mortgage and 
deed of trust and in said bond referred to shall he 
made in^ the manner and to the extent therein pro- 
vided. 

This guarantee is weak in the sense that it merely stipu-. 
lates that the holders of the bonds of the California Electrio 
Generating Company to which the guarantee referred, will 
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receive tlieir interest and principal and will be protected in 
accordance with the terms of the mortgage. The Great 
Western Power Company does not itself formally assnme 
the obligation, bnt merely agrees to assnme it in case the 
California Electric Generating Company, which issues the 
bonds, fails to carry out its agreement. An example of a 
strong guarantee is as follows : 

Por value received the St. Louis Southwestern Rail- 
way Company hereby unconditionally guarantees to 
the owner of the within bond the payment of the 
principal thereof and the interest thereon as the same 
matures and falls due, and hereby agrees itself to 
pay the said principal and interest if default in the 
payment thereof be made by the Terminal Company. 

Here is an unconditional assumption of debt by the guar- 

• antor, and this form is preferred to that first given. An even 
stronger form is the following guarantee indorsed upon bonds 
of the ISTew York & Westchester Lighting Company, a sub- 
sidiary of the Consolidated Gas Company of Hew York: 

Por value received, the Consolidated Gas Co. of 
Hew York hereby assumes and agrees to pay the prin- 
cipal and interest of the within bond as the same shall 
respectively become payable. 

Here is the strongest form of guarantee, the assumption by 
the guarantor of the obligation of paying interest and prin- 
cipal, assuming itself the risk of reimbursement from the 
treasury of the subsidiary company. Another form of guar- 
antee provides that the guarantor shall deposit within a cer- 
tain time before each interest date, with the trustee of the 

• bonds, the amount required for the payment of that install- 
ment of interest. As a rule, the guarantee is preferred in 
proportion as the guarantor assumes an unconditional obliga- 
tion under his indorsement. Another common form of guar- 
anteed security is stock on which a certain rate of dividend 
has been guaranteed by another company. This method is 
mainly employed in connection with leases. 
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The remedy of the holders of guaranteed bonds or stock 
is the same as the remedy of the holder of an indorsed note, 
namely, a suit against the indorser for the amount remain- 
ing unpaid. The objections to this form of security are, 
therefore, the ordinary objections to indorsement security, 
namely, the necessity of suing the indorser, unless it is to 
his interest to protect his obligations, and the fact that there 
may be no limit to the amount of contingent liability which 
may be assumed. In case of strong companies, which have 
guaranteed bonds secured by mortgages on integral portions 
of their system, covering property which is essential to their 
business, guarantees are regarded as of great value. Such 
bonds are often sold on no other security than the indorse- 
ment, no attention being paid to the earnings of the com- 
pany actually issuing the bonds. 

The second objection to the guarantee as compared with 
the mortgage security, is more serious. When bonds are is- 
sued, secured by a mortgage, certain property is conveyed 
to the trustee. The purchaser of the bonds knows that when 
the issue authorized by that mortgage has been exhausted, 
no further bonds can be issued on the security of that prop- 
erty, unless they follow the first mortgage bonds. The whole 
transaction is a matter of record. The creditor knows ex- 
actly what the value of the security is. On the other hand, 
a company with a surplus of $1,000,000 over interest charges 
may place its indorsement on a series of bonds issued by other 
companies whose stock it has acquired. These guarantees, 
if the borrowing companies do not prosper, may steadily 
shrink in value, as the margin between the amount which the 
guarantor may be obliged to pay under its indorsement, and 
its surplus income from the stocks of its subsidiaries, is re- 
duced, The company with a surplus of $1,000,000 may 
assume the contingent liability of a guarantor up to $100,000 
a year, and the bonds will be good aside from the earning 
power of the property which directly secures them. When, 
however, these guarantees aggregate $600,000 or $700,000 a 
year, the investor must look more closely into the condition 
22 
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of the borrowing companies, and must place correspondingly 
less reliance upon the security offered by the indorsement. 
There are some companies, such as the x\merican Water 
Works Company, which have indorsed enormous amounts of 
bonds, and which are continually offering additional issues 
with the argument that they are also secured by indorsement. 
So far as the value of the guarantee extends, however,, it is 
a question whether this unlimited indorsement is not a source 
of weakness rather than strength. 

This objection to the security of a guarantee can be easily 
met, however, by including in the indorsement an obligation 
of the guarantor to limit his contingent liability. If, for 
example, his surplus earnings are $500,000 a year and he 
assumes a contingent liability to pay $250,000, it may be 
provided in the indorsement that no additional guarantees 
will be assumed by the indorser until the surplus earnings 
have reached $1,000,000. By preserving a safe margin be- 
tween the payments which may be required by the contingent 
liability, and the surplus earnings out of which these jpay- 
ments must be made, the security of a guarantee may closely 
approach the security of a mortgage. 

NoTE.—Since the above was written in 1910 the danger of relying 
upon the guarantee has been illustrated by the failure of the American 
Water Works and Guaranty Company, a failure due to the extension of 
the Company’s operations by guaranteeing the bonds of certain irriga- 
tion companies which proved unprofitable, and forced the guarantor 
company into bankruptcy. 
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THE COLLATERAL TRUST BOND 

The method of financing new construction by the sale 
of bonds of subsidiary companies guaranteed by the parent 
company is advantageous only for strong corporations. 
Small issues of subsidiary company bonds with the addi- 
tional security of a guarantee, when the guarantor is not 
abundantly able to meet all these contingent obligations with- 
out calling upon the issuer of the guaranteed securities, are 
not popular. One of the main reasons for issuing first and 
refunding or first and general lien bonds is to offer the in- 
vestor a large issue and a direct obligation. It is increas- 
ingly difficult to sell the bonds issued by small companies. 

When it is impossible or inexpedient for a company to is- 
sue first mortgage bonds, and unless it is of the first rank, 
so that its guarantee carries conviction, its best method of 
obtaining new funds is to issue its own debenture bonds 
secured by the deposit of stocks and bonds of subsidiary com- 
panies to which it makes advances for construction pur- 
poses. These bonds have already been described as collateral 
trust bonds. The value and the salability of these bonds 
depends not so much upon the earnings of the subsidiary 
company whose securities are pledged, as upon the solvency 
of the company which issues the obligation. It is not usual 
to issue collateral trust bonds secured only by the stocks and 
bonds of a single company. A number of issues of subsidiary 
companies are usually combined to furnish security for a 
large issue of the parent company’s bonds. 

One of the first cases where this method was employed 
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was hj the Union Pacific in 1879. In 1873;, in order to pro- 
tect the second mortgage lien of the government to secure 
these advances in aid of construction, a law was passed pro- 
hibiting the Union Pacific from increasing its bonded debt. 
Any additional property which it might acquire must come 
under the lien of this second mortgage. As a result;, the 
Union Pacific could build no branch lines nor extensions. 
It was necessary to build this additional mileage through 
subsidiary companies. The Union Pacific advanced the 
money for construction out of its current earnings^ receiv- 
ing the capital stock and first mortgage seven per cent bonds 
of the construction companies. To reimburse its treasury 
for these advances, the Union Pacific pledged these first 
mortgage bonds as collateral security for an issue of $7,- 
000,000 of six per cent bonds.^ In 1882, a second collateral 
trust issue was made by the Union Pacific for a similar pur- 
pose. Other railway companies which have made large use 
of the collateral trust bond in aid of construction are the 
Missouri Pacific, the Eock Island, and the Louisville & 
Nashville. A collateral trust bond secured by a lien upon 
the first mortgage bonds of subsidiary companies gives 
greater security than the contingent liability of a guarantee, 
since it is a direct obligation of the parent company. It is, 
however, inferior to the lien of a first mortgage, since a 
foreclosure of the collateral trust mortgage places the cred- 
itor in possession of other bonds, which necessitates addi- 
tional foreclosure proceedings before he can get at the prop- 
erty which is the object of his search. 

Collateral trust mortgages contain a number of safe- 
guards designed to preserve the value of the collateral. 
When the security consists of bonds, it is stipulated that 
no more bonds of equal rank shall be issued by the subsidiary 
company, even though the subsidiary eompanyks mortgage 
authorizes additional issues. To this end, the company 
owning the stock of the subsidiary company is required 

^Thomas Warner Mitchell in the Quarterly Journal of Economics j 
vol. XX, 1905-06, p. 443. 
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to deposit this stock, or a controlling interest therein, with 
the trustee to make sure that the directors of the sub- 
sidiary company will not exercise their right to increase the 
issues of the bonds, and so weaken the value of the collateral 
trust bonds. This precaution may be considered unnecessary 
when, as is usually the case, whole or controlling interests in 
the stocks of the subsidiary companies are owned by the 
parent company, but it must be remembered that such safe- 
guards are designed primarily for the protection of the bond- 
holder whose interests might be jeopardized if the directors 
of the parent company should hypothecate treasury assets for 
some temporary emergency. 

Greater care is taken in the framing of collateral trust 
indentures to protect the value of stock collateral than is 
necessary in case of bond collateral. The trust indenture 
securing the Northern Pacific-Great Northern- Chicago, Bur- 
lington & Quincy Collateral-Trust Bonds, contains a num- 
ber of precautions of this character. The railway companies 
which acquired by the issue of these bonds about ninety-eight 
per cent of the stock of the Burlington, agree with the trus- 
tee that, in case there shall be issued any additional shares of 
the Burlington stock, except only treasury stock reserved 
for bond conversion, then the railway companies will assign 
to the trustee ninety-eight per cent of such additional capital 
stock. They bind themselves not to distribute any part of 
the surplus of the Burlington existing on July 1, 1901, since 
such a distribution would weaken the value of the stock. They 
agree also that they will cause all necessary repairs, renewals, 
and replacements to be made out of the earnings of the Bur- 
lington lines ; that they will not permit the execution by the 
Burlington of any lease of any of the railways in its system 
unless such lease shall be made subject to termination by the 
Burlington, if the shares of the stock held by the trustee shall 
be sold in case of any default; and finally that they will not 
permit the sale of any part of the property of the Burlington, 
unless ninety-eight per cent of the proceeds of the sale is de- 
posited with the trustee as security for the bonds. 
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Collateral trust bonds differ from call loans with col- 
lateral security in that they usually contain no provision for 
the substitution of collateral. We have seen that mortgages 
securing bonds by liens on real property allow directors, with 
the consent of the trustee, to sell any part of the property 
for which they have no further use, provided only that the 
proceeds of this sale be reinvested in place of the property 
withdrawn. The security of stock or bond collateral is, how- 
ever, by no means so substantial as that furnished by the 
pledge of real property. Especially when the bonds run for 
a long term, the substitution of other collateral for that origi- 
nally deposited is usually considered to give too much latitude 
to the borrowing company. 

It is, however, possible to include the privilege of sub- 
stituting collateral under adequate safeguards. An illustra- 
tion of this method is furnished by the mortgage securing 
the four per cent refunding twenty-five-year gold bonds of 
the Oregon Short Line Eailroad Company dated December 
1, 1904. These bonds were secured by the capital stock of the 
Northern Securities Company, the Southern Pacific Company, 
and the Oregon Eailroad and Navigation Company. Article 
6 of the indenture allows withdrawal of the pieced securities 
and the substitution of collateral. Withdrawal may be made 
up to eighty per cent of the value of these securities ascer- 
tained by appraisement at the time of their delivery to the 
trustee. Section 2 authorizes the substitution of the stocks of 
securities of railroad, steamship, or terminal companies for 
collateral placed under the mortgage to a value equal to the 
value of the securities withdrawn. The method of appraise- 
ment is for two appraisers to be appointed representing the 
railroad company and the trustee, respectively, and for these 
appraisers to choose a third whose judgment as to the value 
of collateral is to be final. 

The collateral trust bond is employed for a variety of 
purposes in addition to the financing of construction by sub- 
sidiary companies. A company whose only property con- 
sists of the stocks and bonds of other companies is usually 
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limited to the collateral trust bond. The bonds issued by the 
large industrial corporations organized in the form of hold- 
ing companies^ -whose chief assets consist of the stocks of 
a number of subsidiaries, furnish numerous illustrations 
of this method. In such indentures, either the stocks of 
subsidiary companies can be pledged under the mortgage, 
or the subsidiary companies themselves, in return for funds 
advanced to them by the parent company, can execute their 
own mortgage bonds, and turn these over to the parent com- 
pany to be deposited under the collateral trust indenture. 
The precaution usually taken is to have all the securities, 
both stocks and bonds, of the subsidiary companies de- 
posited under the indenture, and to provide in the mort- 
gage that the parent company, in return for any advances 
which it may make to the subsidiary companies out of the 
proceeds of the collateral trust bonds, shall obtain from the 
subsidiary companies, and shall deliver to the trustee suit- 
able evidences of indebtedness to furnish additional security 
under the collateral trust mortgage. Should default occur, 
the holder of the collateral trust bonds comes into the posses- 
sion of bonds or notes of the subsidiary companies secured by 
direct liens on their property. 

The collateral trust bond is also employed by corporations 
to acquire the stock of some other company which, when 
pledged as security for an issue of collateral trust bonds, 
furnishes the means for its own purchase without seriously 
taxing the credit of the purchasing company. Collateral 
trust bonds are, as already explained, plain obligations of 
the issuing company. They are promissory notes which, 
when issued by a solvent corporation, have a value apart 
from any speciar security which may be deposited. In or- 
der to give them greater currency and value, however, the 
stock of a company which has been purchased may be de- 
posited as collateral security, in this manner providing the 
funds for its own purchase. Familiar examples of this use 
of the collateral trust bond are furnished by the Great North- 
ern-Northern Pacific, Burlington Joint 4s already referred 
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to; also by the issue of collateral trust three and a half per 
cent bonds by the New York Centra^ in 1897 t6 purchase the 
stock of the Lake Shore & Michigan Southern, and Michigan 
Central Eailroad Companies. 

In each of these cases, the stock security placed undei 
the collateral trust bonds of the purchasing company has 
produced a reyenue at least equal to the interest on the 
bonds, so that the income accounts of the parent companies 
have not, been drawn upon, save temporarily, to pay interest 
on the collateral trust bonds. The credit of the parent com- 
pany is, therefore, kept intact for the issue of other deben- 
tures for other purposes. With bonds amply secured by stock 
collateral, the investor does not consider the obligation as a 
burden upon the finances of the parent company. At, the 
same time, however, the surplus earnings of the parent com- 
pany stand back of the boiads to reassure any holder who 
may be uncertain of the value of the collateral security. For 
example, the Great Northern-lSrorthern Pacific, Burling- 
ton Joint 4s have an interest charge of $8,000,000. The 
Burlington pays each year $8,000,000 in dividends, and 
earns far more than this amount, producing a consider- 
able surplus over all interest charges. Besides this, how- 
ever, the two purchasing companies had surplus earnings in 
their last fiscal year over their fixed charges amounting to 
$37,800,000, nearly five times the interest charges on the 
joint 4s. 

When collateral trust bonds are issued by companies 
whose principal assets consist of the securities pledged under 
the lien of the collateral trust indenture, then the investor 
looks mainly to the value of the collateral, and the price of 
the bond fluctuates with the fortunes of the company whose 
stock furnishes its sole security. An illustration of a bond 
with no other security than stock is furnished by the col- 
lateral trust 4s issued hj the Chicago, Eock Island, Pacific 
Eailroad Company of Iowa, a company whose sole assets 
consist of the stock of the Chicago, Eock Island, Pacific Eail- 
way Company of Iowa. During 1909, the price of the bonds 
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showed an extreme fluctuation of nine and one half pef cent. 
The bonds are highly speculative, since their interest must 
come solely from the dividends paid by the Chicago, Eock 
Island and Pacific Eail?/;ay Company.^ During the same year, 
however, the Burlington Joint 4s, whose interest absorbs 
a much greater proportion of the dividends on the Burling- 
ton stock than that proportion of the Eock Island Eailway 
dividends which is required to pay interest on the collateral 
trust bonds which its stock secures, fluctuated only four 
per cent. The smaller fluctuations of the Burlington Joint 
4s as compared with the Eock Island bonds show the high 
standing which collateral trust bonds issued by strong com- 
panies possess. At the same time, as already shown, unless 
the company issuing the collateral trust bonds secured by 
dividend-paying stock is obliged to make up the diflerence 
between the interest on the bonds and the dividends on the 
stock securing them, its credit is not seriously weakened by 
the issue of collateral trust bonds. 

When such advances have to be made, however, as for 
a time was necessary in the case of the Atlantic Coast Line 
— Louisville & Nashville collateral 5s — the attention of 
the investor is directed to the nature of the collateral trust 
bonds, the direct obligation of the issuing company, alto- 
gether apart from the stock security underlying it. The 
existence of collateral trust bonds in such an event operates 
to subtract from the borrowing power of the issuing com- 
pany, perhaps more than might be expected from the extent 
of this deficit between the dividends on the collateral stock 
and the interest on the bonds. The liability of the issuing 
company is then regarded in much the same light as the con- 
tingent liability of a guarantee when the borrowing company 
is not earning its interest and must call upon the indorser of 
its bonds to make up the deficit. 

1 The Chicago, Eoek Island and Pacific Eailway was in 1915 
placed in the hands of receivers and later reorganized, the intercom- 
pany relationship above described disappearing in this process. 
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BONDS SECURED BY THE ASSIGNMENT OF A LEASE 

Another method of securing capital in the face of a 
closed first mortgage is by the use of the lease as security. 
The detailed discussion of the lease is postponed to a later 
chapter. At this point it is sufficient to define the lease as 
a contract by which the possession of property is transferred 
by the owner, known as the lessor, to some other person or 
corporation, known as the lessee, the title of the property re- 
maining in the lessor but the lessee being allowed its pos- 
session and use under certain conditions set down in the 
lease. 

The lease is largely used by railroad companies to borrow 
money for the purchase of equipment under a form of obli- 
gation, known as the car trust certificate, by which the prop- 
erty acquired serves as the security for the bonds, and which 
are also the direct obligations of the railroad company. This 
method of borrowing may be illustrated by the issue of the 
Lehigh Valley Car Trust Certificates, Series G. A sjmdicate, 
headed by E. T. Stotesbury, a leading Philadelphia banker, 
was organized to purchase and pay for a large number of pas- 
senger and freight cars. E. T. Stotesbury then executed an 
agreement whereby, in return for certain payments, and on 
the basis of certain covenants and stipulations, he leased to the 
railroad company from October 25, 1902, to August 1, 1910, 
the equipment which he had purchased, and which is carefully 
enumerated and described. The Lehigh Valley Railroad 
Company, for its part,, in return for being allowed the use of 
the cars, agreed to pay $203,398.80 before the equipment was 
330 
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delivered to them and half yearly the following sums; First, 
a sum equal to 2^ per cent on $800,000 to be reduced from 
time to time by 2 J per cent on money paid by the railroad 
company in reduction of $800,000. Second, a sum equal to 
all expenses incurred by the lessor in enforcing the covenants 
and terms, of the lease. Third, a sum equal to the taxes 
which the lessor might be liable to pay. Fourth, yearly the 
sum of $100,000, making in all eight annual payments of 
$100,000 each. 

The deferred payments were evidenced by equipment 
notes the substance of which is as follows: 

The Lehigh Valley Eailroad Company hereby ac- 
knowledges itself to be indebted to the bearer, or regis- 
tered owner hereof, in the sum of $1,000 with inter-- 
est at the rate of 4J per cent per annum. This cer- 
tificate is one of a series of 800 for $1,000 each issued 
under the terms of a lease bearing date of the 25th 
day of October, 1902, between E. T. Stotesbury and 
the Lehigh Valley Kailroad Company.^ 

In addition to these payments, the railroad company 
agrees with the lessor to keep the cars in good repair, to re- 
place any which may be destroyed from any cause, to mark 
the name of the owner plainly upon the cars, and to furnish 
him each year a list of the equipment, not to sublet the 
equipment, and, in ease of default under any of the provi- 
sions of the lease, to deliver to the lessor the equipment to 
which the lease relates. The lessor on his part agrees that 
after the payments have been completed, he will upon the 
payment by the railroad company of the additional sum of 
one dollar, transfer to the railroad company, as its absolute 
property, all the railroad cars held under the lease. The 
rental referred to in this agreement consists of three parts: 
First, a sum of cash which is usually considered to repre- 
sent the expenses and profits of the syndicate acquiring the 
equipment; second, a sum which represents the purchase 

^ Only the essential portions of the Car Trust Certificate are given. 
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price of the equipment payable in installments; and thirds 
interest on the unpaid installments of the purchase price. 

E. T. Stotesbury, having now purchased the equipment, 
and having leased it to the Lehigh Valley, assigns the agree- 
ment as security for the certificates evidencing the deferred 
pajnnents under the lease, to the Girard Trust Company sub- 
stantially as follows: 

Eirst, that the said E. T. Stotesbury hereby assigns 
unto the Girard Trust Company as trustee for the 
holders of the certificates hereinafter set forth, all the 
right, title and interest of said E. T. Stotesbury in 
and to a certain indenture of lease bearing even date 
herewith made by the said E. T. Stotesbury to the 
Lehigh Valley Eailroad Company. 

Second, the said trustee covenants and agrees that 
it will certify and deliver to Drexel & Company 
(for whom Biotesbury is actingY for distribution to the 
several subscribers to the said Lehigh Valley Car 
Trust Eund eight hundred certificates in the following 
form (given above) f which certificates shall be de- 
livered in amounts and at times corresponding to the 
value and the time of delivery of the various lots of 
said railroad cars by the said E. T. Stotesbury to the 
Lehigh Valley Eailroad Company. All of which cer- 
tificates, when and as issued, shall be entitled to the 
security of all such railroad cars previously and sub- 
sequently delivered by said Edward T. Stotesbury to 
the Eailroad Company under the terms of said in- 
denture of lease of even date herewith. 

These certificates were numbered consecutively from one 
to eight hundred and were payable in eight installments be- 
ginning August 1, 1903. 

The agreement for assignment of lease, to which the 
Lehigh Valley Eailroad Company is made a paiTy, provides 
in detail for the protection of the holders of these certificates 
by the trustee. In case of any default in the payments under 
the lease, or the breach of any other covenant by the railroad 


^ Italics axe the author’s. 


BONDS SECUEED BY ASSIGNMENT OE LEASE 333 

company, the trustee is authorized to retake possession of the 
cars, and to hold, or lease, or to otherwise dispose of all or 
any part of the equipment in such manner as it may deem 
beneficial, and also to recover from the company, for future 
accruing rent, any deficit which may remain after the sale 
or lease of the equipment, and the application of the proceeds 
to the claims of the certificate holders. 

From the foregoing, the strong position of equipment 
trust obligations is evident. They are, in fact, debenture 
bonds of the railroad, with the additional security of a title 
to railway equipment. They have the further advantage, 
explained in a former chapter in connection with the dis- 
cussion of serial bonds— that their margin of security con- 
stantly increases, since the equipment is in existence at 
the time the last bond matures. Equipment trust obliga- 
tions usually bear higher rates of interest than first mort- 
gage bonds issued for long terms. They also yield higher 
returns to the investor than first mortgage bonds, while the 
security which they offer is practically perfect. 

The Guarantee Trust Company of New York, in a cir- 
cular dealing with the advantages of the equipment trust 
securities, summarizes these * advantages as follows: 

The equipment of a railroad corporation is essential to 
its operation. It is the tool with which the railroad handles 
its business. If an individual mechanic becomes bankrupt, 
his tools are ordinarily exempt from seizure on the ground 
that possession of the tools is necessary for the mechanic to 
obtain his livelihood and ultimately satisfy his creditors. In 
the same way the courts, both State and Federal, have ruled 
that the necessary equipment of a railroad must be preserved 
for the Eeceiver of a bankrupt railroad in order to enable 
him to operate the railroad; and have generally placed the 
charges of principal and interest of equipment obligations 
upon an equality with charges for wages, materials and other 
operating expenses, and in priority to interest of even first 
mortgage bonds.^^ 
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The record of equipment obligations issued by railroad 
companies which have subsequently gone into bankruptcy 
confirms this favorable judgment. With few exceptions the 
principal and interest on equipment bonds have been paid in 
full even by companies where all other bonds were reduced 
in interest or principal. This strong position of equipment 
bonds in bankruptcy is due to the fact that their security is 
not the property of the bankrupt corporation. The cars and 
locomotives wdiich they represent are the property of another 
who has leased his equipment to the railroad company on cer- 
tain definite conditions. Unless these conditions are met, the 
equipment can be hauled off the company's lines and sold. 
Property which is owned by the company can, as we shall see 
in a later chapter, be put out of reach of creditors, within the 
protection of the court. The court, however, can have no 
jurisdiction over property not belonging to the bankrupt cor- 
poration. The receiver, no matter if he defaults on the first 
mortgage bonds, must pay the interest on the equipment trust 
obligations. 

The equipment trust bond represents the most familiar 
use of the lease as a means of^ obtaining new capital. An- 
other method often employed is to organize a subsidiary com- 
pany in the interest of a company desiring to obtain capital. 
This subsidiary company constructs or purchases the equip- 
ment or other property needed by the parent company, issu- 
ing for the purpose its own first mortgage bonds which may 
be guaranteed by the parent company. The property is then 
leased to the parent company for a rental sufficient to pay 
the interest on the bonds and to retire their principal after 
a term of years. In some cases, the rental is made sufficient 
to pay dividends on the stock of the subsidiary company. 
After the bonds of the subsidiary company have been retired, 
the property, upon the payment of a nominal sum, passes 
to the parent company. For the greater protection of bond- 
holders/it is customary for the subsidiary company, in such 
a case, to assign the lease, out of which the money to pay the 
interest on the bond must come, to the trustee. If the rental 
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is not paid^ then the interest cannot be paid^ the bonds are 
in default;, and their holders can bring foreclosure proceed- 
ings. The trustee can sue the lessee company either upon 
its obligation of guarantee, in case it has indorsed the bonds 
of the subsidiary company, or under its contract of lease. 

A third use of the lease as security is by the lessee com- 
pany. The lease, being a contract for the use of certain 
property on the pajnnent of certain stipulated sums, may be 
expected to show a surplus over the amount of the rentals. 
This surplus makes the leasehold interest, the value of the 
annual profits of the lessee, a valuable right which can be 
pledged by the lessee like any other thing of value as secur- 
ity for bonds. This form of security was employed by the 
Interborough Company which pledged its 999 year lease of 
the Manhattan Eailway and its subway lease from blew York 
City as the main security of $55,000,000 of mortgage bonds 
dated ISTovember 1, 1907. The Interborough, from the op- 
eration of these leased lines, in 1909 showed a large surplus 
over rentals, so that its leasehold interest represented a valu- 
able property, furnishing ample security for a bond issue. 
It is unusual, however, to find leases showing such large 
earnings. While the leasehold interests are frequently con- 
vejnd as supplementary security to trustees, they are not 
often given a prominent position as a basis of bond issues. 

Note. — An exception to the rule that equipment obligations have 
been cared for in receiverships is furnished by the Detroit, Toledo and 
Ironton. In April, 1909, the equipment covered by the $1,656,000 
Equipment Trust 4is of 1905 was surrendered to the tnistee and sold 
at auction for $1,200,000, the holders of the bonds becoming the ownerJ*- 
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CONSOLIDATION OF COEPORATIONS 

The consolidation of corporations offers a means of ob- 
taining new capital without the necessity of providing funds 
for construction or purchase. It also enables companies to 
abolish or restrict competition and in this way to increase 
profits. In 1901, the Heading Company desired to obtain 
permanent possession of sufficient terminal facilities in New 
York. The Central Eailroad of New Jersey possessed these 
facilities. The consolidation of the two companies gave the 
Eeading the use of the valuable terminals of the Central 
Eailroad of New Jersey in perpetuity. Numerous illustra- 
tions of the advantages of consolidation in restricting compe- 
tition are furnished by the industrial trusts. These advan- 
tages have been fully discussed in a preceding chapter. 

The methods of uniting corporations by consolidation are 
three: First, the merger; second, the purchase by one com- 
pany of a controlling stock interest in another; third, the 
lease. 

When a merger of corporations is accomplished, one or 
more of the companies concerned loses its identity in an- 
other. Suppose the ease of two gm companies — A and B — 
competing for the business of the same town. A sufficient 
amount of the stock of B has been acquired in the interest 
of A, to control the sale of its assets and its dissolution. 
Two methods are available for merging B with A. , A may 
offer its stock or bonds or cash in exchange for the stock of 
B, having acquired the amount of stock which by the laws of 
the state or the charter of B is necessary to assent to the 
sm . . 
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disposition of B^s assets. The directors of B now sell the 
property of that company to A. If all the stock of B has been 
acquired, the consideration need be only nominal. A now con- 
trols all the stock of B, and secures the dissolution of B, in 
the manner provided by law. The second method is for A to 
purchase the property of B, at its market value in securities 
or cash. B has then in its treasury the proceeds of the sale. 
B is then dissolved and the directors distribute its assets to 
its stocldiolders. 

The method of merger is seldom adopted. There is usu- 
ally some advantage to a company acquiring control of an- 
other company, in continuing the corporate existence of its 
subsidiary. Companies which have been in existence a suf- 
ficient length of time to establish a reputation have a certain 
good-will value in connection with their name which would 
terminate if their corporate existence were ended. Valuable 
privileges may also be lost if the method of merger is adopted. 
For example, the Boston Consolidated Gas Company, where 
the price of gas is fixed by law at eighty cents per thou- 
sand feet, owns stock of the Quincy Gas Light Company, 
the Chelsea Gas Light Company, and the East Boston Gas 
Light Company. In Chelsea and East Boston, w^here the 
population is not so dense as in Boston, the legal price of gas 
is $1 per thousand feet. In Boston the cost of distributing 
gas is less and the profit even at the imver price is greater. 
If the large lighting companies were merged with the con- 
solidated company, the eighty cent rate would apply through- 
out the consolidated property. It is desirable, therefore, to 
maintain the corporate existence of these outside companies 
in order to secure the $1 rate in the suburbs. In consolida- 
tions of street railway companies possessing perpetual fran- 
chises, care is taken to preserve the corporate existence of the 
companies owning these valuable franchises.^ There is no 
serious disadvantage in maintaining separate existences for 
corporations controlled by other companies. The salary ac- 

1 Lecture by F. E. Snow to Hazard School of Business Adminisstra- 
Mon, Jan. 15, 1909. 
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counts of the subsidiary companies are nominal and the opera- 
tion of their property can be merged if desired by leasing their 
property to the main system, or by operating them as divisions 
or departments of the parent company. 

The second method of consolidation is that of stock own- 
ership. One operating company can purchase the stock of 
another, giving in exchange cash or securities, or a company 
can be organized for the purpose of holding the stocks of other 
companies which by this device are brought under central- 
ized control. How much stock is it necessary for a company 
to acquire to control another? The rule of law is that, in 
the absence of a provision allowing stockholders to accumu- 
late their votes on one or two directors, thus insuring to the 
minority representation on the board, a bare majority of the 
stock can elect, if the owners wish, all the directors. While the 
rights of the majority are seldom pushed to this extreme, 
yet the holders of a majority of the stock always demand, 
with propriety, a substantial majority of the board of di- 
rectors. There is no general reason, therefore, for acquiring 
ing all the stock of a corporation in order to control it. 

Where the interest of the parent company may be op- 
posed to the interest of the subsidiary company, there is no 
alternative, if it is desired to maintain the identity of the 
subsidiary, save for the parent company to acquire all of its 
stock, or to see that its control is held in the parent com- 
pany’s interest. Many of the consolidations of manufactur- 
ing concerns have resulted in the closing of badly located 
or otherwise unprofitable mills in order to concentrate the 
production in plants which are better equipped or more 
favorably situated. This policy makes for the interest of 
the parent company. It is, however, directly opposed to the 
interests of minority stockholders of the corporations owning 
the plants whose operation is discontinued. If their business 
were to be closed up in this manner, the minority stockhold- 
ers would undoubtedly appeal to the courts which would give 
them effective protection against the depreciation in the 
value of their shares which would follow the suspension of 
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dividends on tlieir stocks. To avoid trouble of this character^ 
it is usual to secure all the stock of the company to be con- 
solidated, in case this can be purchased at reasonable figures. 

If all the stock cannot be acquired, and in case the 
subsidiary company is to be exploited for the benefit of the 
interests which control it, the method which has been em- 
ployed in some cases is to guarantee a dividend on the 
minority stock of the subsidiary. kTMs plan was followed 
by the Carnegie Steel Company in 1901 in guaranteeing four 
per cent on the minority stock of the Pittsburg, Bessemer 
& Lake Erie Eailroad Company, whose principal freight, 
since its organization in 1897, had been ore destined for 
the Carnegie furnaces. The minority stockholders of the rail- 
road company complained that their failure to receive divi- 
dends was due to the fact that the owners of the majority of 
their stock of the Carnegie Steel Company received such low 
rates on its ore that the railroad company was unable to make 
a profit. In order to quiet this criticism, the Carnegie Steel 
Company, through a subsidiary company, the Bessemer and 
Lake Erie, guaranteed a dividend on the stock, leaving itself 
free to fix rates as low as it thought best. 

An exception to the rule that all the stock of a company, 
control of which is desired by another company, should be 
acquired, is furnished by large public corporations, such as 
railroad companies, where the object of the consolidation is 
merely to secure uniformity in rates or to arrange inter- 
changes of traffic which will be mutually profitable. Here 
there is no , temptation to the exploitation of one company by 
another, and the minority stockholders have no reason to feel 
aggrieved. Where the stock of a company is widely scattered, 
moreover, a controlling interest may be much less than a 
majority. The Pennsylvania Eailroad Company for seven 
years exercised a potent influence in the directorates of the 
Baltimore & Ohio, the Chesapeake & Ohio, and the Forfolk 
& Western.. At no time, however, did it own a majority of 
the stock of any of these companies. Any contest for con- 
trol, however, during the period of the Pennsylvanians in- 
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fluence^ would have been hopeless^ owing to the control of 
the administrative machinery of these companies in the inter- 
est of their principal stockholder, and to the advantage which 
this control would have been given these officers in soliciting 
voting proxies. 

Having settled upon the amount of stock required for 
control, our next question concerns the method by which 
this stock can be acquired. Stock may be purchased for 
cash, or with the stock or bonds of the purchasing company, 
or with stock trust certificates on which dividends are guar- 
anteed by the company acquiring the stock. The considera- 
tion which will be offered and accepted in the acquisition 
of a stock control can be viewed from the standpoint of the 
purchasing company, and also from the standpoint of the 
individual stockholder. A purchasing company, if its surplus 
over its regular disbursements is substantial, can safely offer 
bonds or their cash equivalent to holders of stock which it 
desires to purchase. Other things being equal, an offer of 
bonds is desirable. If there is no identical interest repre- 
sented in both companies to be considered, if the purchaser 
is in a strong financial position, and especially if there is 
a prospect that the stock purchased will become much more 
valuable in the hands of the purchaser, the method of pur- 
chase by bonds is likely to be adopted. The stockholders 
who receive bonds for their holdings surrender all right to 
future participation in the profits of their company over the 
amount guaranteed on their bonds. The purchasing com- 
pany, by giving them a secured claim, succeeds to their 
right to the increase in profits over the amount paid in in- 
terest. 

In some cases these purchases of stock with bonds have 
proven immensely proiitable. In 1898 the New York Central 
purchased $45,000,000 out of $50,000,000 of the capital stock 
of the Lake Shore, Michigan & Southern, giving in exchange 
its 3-|iper cent bonds at the rate of $200 in bonds for $100 
in stock. The seven per cent dividends on the Lake Shore 
stock represented the equivalent of the interest paid on the 
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bonds issued in payment From 1899 to 1903, the Lake 
Shore paid seven per cent, from 1904 to 1906 inclusive, eight 
per cent, in 1907 twelve per cent, in 1908 fourteen per cent, 
and in 1909 twelve per cent. The purchase of the Lake 
Shore stock has proven most fortunate for the New York 
Central. Indeed, had it not been for the large profits made 
on this purchase, the Central would have had much difiBculty 
in maintaining its fiive per cent dividends during 1909. The 
joint purchase of the Burlington by the Great Northern and 
the Northern Pacific has also been profitable, although the 
purchasing companies have not as yet taken any direct 
profit into their income accounts out of the large surplus 
earnings which the Burlington is showing over the dividends 
necessary to pay interest on the bonds issued to purchase 
this stock. There is the more reason to adopt the method of 
purchasing stock with the bonds of the purchaser, if the 
stock desired is a dividend payer, since then a substantial 
portion of the interest on the bonds can be provided out 
of the stock purchased. 

When any doubt exists, however, concerning the ability 
of the purchasing company to meet the interest on a suf- 
ficient bond issue to buy the stock which it desires, prudence 
demands that stock be employed. Cumulative preferred 
stock gives almost the security of bonds, with the added 
advantage of a higher return. At the same time, the failure 
to pay dividends on such stock does not work the banfauptcy 
of the company. The IJnited States Eubber Company in a 
circular to its stockholders recommending the purchase of 
stock of the Eubber Goods Manufacturing Company, stated 
the argument against bonds and in favor of preferred stock 
as follows : 

" If no better means were provided, it might be advisable 
to make such purchase by the use of collateral trust notes, 
but it occurred to the management that rather than subject 
their stock to the prior fibsed charges of such collateral trust 
notes, the stockholders might prefer to provide the means 
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of pnrchase by an increased issue of stock, the preferred 
stock of the Eubber Goods Manufacturing Company to be 
acquired by an issue of new first preferred stock of the 
United States Company in amount equal to that of the 
Manufacturing Company, and with dividends limited to eight 
per cent annually/^ 

Even where bonds can safely be employed, the importance 
placed upon preserving the credit of the purchasing company 
influences the use of its stock to acquire other stock. The 
N'ew York, Yew Haven & Hartford, for example, at the time 
of its acquisition of the Boston & Maine, could undoubtedly 
have purchased this stock with bonds. The Boston & Maine 
stockholders had been in receipt of a seven per cent dividend 
for many years, and had no reasonable expectation of any 
higher return. It is not to be doubted that they would have 
accepted the debenture bonds of the Yew York, Yew Haven 
& Hartford secured by their own stock quite as readily as 
they received the stock of the purchasing company. By ac- 
quiring the Boston & Maine stock with its stock, howevei% the 
Yew Haven & Hartford maintained its credit unimpaired. 
Any mistake in its calculations as to the increased value which 
association with the Boston & Maine would confer upon that 
company's stock, would not damage the credit of the purchas- 
ing company, but would fall upon its stockholders, 

Erom the standpoint of the stockholder, the acceptance 
of an offer for his stock may be influenced by various con- 
siderations. If he is not satisfled with the prospects of his 
own investment, there is little trouble in inducing him to 
accept a fair offer. For example, at the time of the forma- 
tion of the United States Steel Corporation, the Carnegie 
Steel Company threatened with its competition every one 
of the. lai’ge industrials whose stockholders were asked to 
exchange their holdings for United States Steel stock. The 
advantages of eliminating this competition, and of being 
associated in the same company with the strong Carnegie 
Steel Company, were sufficient to induce a practically unani- 
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mous acceptance of the offer of the United States Steel 
Corporation to the stockholders of the separate companies. 

If^ however, the stockholder is receiving good dividends 
and is not apprehensive of their discontinnance, strong in- 
dncements are usually required to persuade him to sell. In- 
stances are not lacking where stockholders have given up 
dividend paying stock in return for stock which paid them 
nothing. A case in point is that of the Atlantic Transport 
Company, whose stockholders went into the International 
Mercantile Marine Company, exchanging their stock, on which 
they had been receiving regular dividends, for the stock of a 
large company on which they received nothing for many 
years. With a w^eak company or a new company offering 
to purchase, and especially w^hen a corporation is organized 
with the sole purpose of acquiring the stocks of other com- 
panies, unless there are strong reasons urging consolida- 
tion, and unless bonds are not available, stock will not, as a 
rule, prove attractive. The stockholders demand either col- 
lateral trust bonds secured by the stock purchased, and 
with the provision in the indenture that in case of default 
the bonds can be employed to purchase the stock, or they 
demand cumulative preferred stock bearing a high rate of 
dividend. An additional bonus of common stock wms usu- 
ally demanded by stockholders of strong companies. 

As a compromise between the stock and the bond, a* 
company purchasing stock may employ the stock trust certifi- 
cate. In 1909, for example, the Minneapolis, St. Paul & 
Sault Ste. Marie Eailroad Company acquired most of the pre- 
ferred stock of the Wisconsin Central with its leased line 
stock certificates secured by a deposit of the stock purchased, 
on which four per cent is guaranteed for ninety-nine years. 
These stock certificates do not differ essentially from a collat- 
eral trust bond. In ease of default, the holders of the certifi- 
cates receive back the stock from the trustee and can sue for 
unpaid dividends. The obligation of the certificate is, how- 
ever, a contingent obligation, and on that account is more 
acceptable to the stockholders of the purchasing company. 
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No matter what form of consideration is offered for the 
stocky the acceptance of the offer is not certain. Some stock- 
holders will always be found to demand cash for their 
holdings^ and some there are who will not sell at any price. 
This situation necessitates the usual employment of the 
underwriting syndicate in such transactions, which guarantees 
the provision of the cash required, and, in some cases, 
guarantees the delivery of the amount of stock necessary. 
TJie official circular announcing the joint offer of the Great 
Northern and the Northern Pacific to purchase the stock of 
the Chicago, Burlington & Quincy stated that ‘^‘■'The pur- 
chasers will pay cash instead of bonds to an amount not 
exceeding in the aggregate $50,000,000 to those shareholders 
who shall prefer to receive payment partly in cash; and J. P. 
Morgan & Company, as managers of a syndicate, have under- 
taken to provide such cash, and to take therefor such bonds 
at par and accrued interest. You are accordingly offered the 
privilege of selling your stock at $200 per share, payable 
wholly in the four per cents described above, or in bonds to 
the amount of $160 and cash to the amount of $40.’^ 

Another precaution usually in such offers is to make the 
offer contingent upon its acceptance by a certain percentage 
of the stockholders to whom it is made. The offer just 
referred to was for not less than two thirds of the stock of 
the Burlington. Wlien the syndicate guarantees the delivery 
of a certain amount of stock, a buying campaign is usually 
the preliminary feature of the transaction. Preceding the 
purchase of the Burlington stock, and also preceding the 
Eoek Island consolidation, the stocks of these companies 
showed a large increase in value, owing, it was believed, to 
the operations of the syndicates interested in promoting the 
consolidation. The purchasing company can, of course, take 
no official part in this buying campaign, however essential 
though it may be to the execution of its designs. The com- 
pany would not be justified in using its funds in buying 
stock for which it might have no use. The profits of syndi- 
cates under these circumstances, although severely criticised. 
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have been defended on the ground that in no other way could 
the delivery of the amount of stock required be insured than 
by allowing the syndicate to make what profit they could in 
purchasing the stock below the figure at which, as they are 
informed, the company for which they are acting is prepared 
to purchase it. 
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THE HOLDING COMPANY 

The holding company is a corporation organized for the 
purpose of acquiring the stocks and other securities of other 
corporations. These securities are acquired either by direct 
exchange of its own stocks and bonds, or by their sale for cash 
which is used to purchase the securities desired. The owner- 
ship of the stocks of various companies gives to the holding 
company the right to elect their boards of directors and to 
completely dominate their policy, thus accomplishing a com- 
bination between them which is as perfect as though the dif- 
ferent corporations had merged their existence in that of 
the company ^vhich has acquired a controlling interest in 
their stocks. 

Holding companies are formed both for legal and finan- 
cial reasons. The primary purpose of forming a holding 
company is to effect a combination of allied enterprises which 
cannot be accomplished by the use of any one of the corpora- 
tions which it is intended to include. The legalization of 
consolidation has, in most states, been deferred until recent 
years. If corporations are organized under the laws of dif- 
ferent states, there is no method by which they can be 
directly consolidated. We have already referred to the for- 
mation of the trusts. These companies have been generally 
organized by means of holding companies formed under the 
laws of the State of Xew Jersey. The conditions out of 
which this device for consolidating competing enterprises 
developed will show in detail the principal legal reason for 
the use of the holding company. 

' ■ 346 , 
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Many attempts had been made before 1898 to lessen the 
recognized evils of competition. These attempts had usually 
taken the form of pools, many of which, especially in the iron 
and steel trades, were organized during the last industrial 
depression. A pool is a voluntary association of sellers who 
place the marketing of their product under some central con- 
trol or general restriction. The primary object of such agree- 
ments is to secure profitable prices, either directly or by means 
of payments from a central treasury, to the members of the 
association. The methods by which these profitable prices 
have been secured are in general as follows : (1) 'I’he output 
of the mills included in the association is restricted, so that 
prices can be advanced by the limitation of supply ; and (2) 
the buyer is held to the regular quotations, and is unable, 
by playing off one competitor against another, to obtain 
special concessions. The pool may go further than the regu- 
lation of prices and output; it may secure favorable terms 
on material purchased; it may deal as an association with 
railroads to obtain such concessions as are granted to large 
shippers, and it may assist its members in dealing with or- 
ganized labor. As a general proposition, however, the pur- 
pose of a pool is to regulate production and control prices, 
leaving the details of management to the separate companies. 

The pool is usually organized with a central governing 
or advisory body which conducts all routine business, and re- 
ceives and distributes the funds of the organization. A mat- 
ter of such importance as a change in prices would generally 
be decided at a meeting of all the members of the association, 
or by some executive committee composed of the larger manu- 
facturers. ‘Within these lines, the pool has assumed a variety 
of forms. 

The Bessemer Steel Pool, which was organized in 1896, 
furnishes an illustration. This organization included the 
majority of the producers of crude steel and finished material 
in the Central West. Every mill was given a percentage 
allotment which it was allowed to sell — -say, 500,000 tons, or 
one seventh of the total estimated output of the association. 


348 


COEPOEATIOE* FESTAI^CE 


At the end of each month the shipments from all the milk 
were reported to the officers of the pool. If any mill was 
found to have exceeded its percentage allotment, it was; 
required to pay into the pool treasury $2 per ton of such 
excess, while an equivalent was paid out of the treasury to- 
those who did not ship their allotment. For example, if the 
mill which was allotted 500,000 tons sold 700,000 tons, while 
the sales of another mill fell 200,000 tons short of its allot- 
ment, it would receive out of the pool treasury the amount 
which Mill Fo. 1 would pay in — viz., $400,000. The ex- 
istence ol this penalty operated to prevent price cutting 
among the members of the pool. In the Wire Nail Asso- 
ciation, which held control of the nail market during 1895 
and 1896, the central office fixed prices and assigned to each 
producer his share of the output, which it was believed could 
be marketed at the price agreed upon. It often happened, 
in the management of a pool that the output of the associa- 
tion would be produced by a few of the best-equipped or 
best-situated plants, the owners of the idle plants being paid 
a certain rental to keep out of business. 

The essential weakness of this form of organization is its 
inability to enforce its agreements. The necessity of volun- 
tary assent on the part of every member of the association, 
the liberty of each to withdraw on short notice, and the diffi- 
culty of establishing relations of mutual confidence among 
competitors, all unite to emphasize this defect. The mem- 
bers of a pool have long since formed the habit of closely 
scrutinizing the moves of those in the same business, and 
even a small misunderstanding often creates a feeling of mu- . 
tual distrust and apprehension which work the destruction 
of harmony and the final dissolution of the organization. 

The successful management of a pool is peculiarly diffi- 
cult during a period of business depression, when business 
at remunerative prices is hard to get. Strong producers at 
such a time are suspected of attempts to obtain more than 
their allotted share of orders by methods which are contrary 
to the spirit, if not the letter, of the pool agreement. For 
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example, the Bessemer Steel Pool, aboye referred to, origi- 
nally applied only to the tonnage of steel billets, ingots, 
bars, or slabs. The steel which was rolled into merchantable 
shapes did not count in the allotment. Some of the large 
producers took advantage of this fact to market as much as 
possible of their output in the form of finished material, by 
this method of indirection far exceeding the limits of, their 
allotment, and they could not be penalized for so doing. 
Such offenses against the pool agreements made their per- 
manent continuance impossible. 

The following quotation from the Iron Age of December 
10, 1896, shows the usual fate of these associations and the 
results which follow their dissolution : The Billet Pool, or 
Bessemer Steel Association of the United States ... is now 
in session. . . . The meeting promises to be a stormy one, 
as there is considerable, ill feeling against certain concerns 
who are charged with having violated the pool agreement. 
The pool was practically dissolved as soon as the resignation 
of the Bellaire Steel Company was in the hands of the sec- 
retary. There has been an open market on Billets, Sheet 
and Tin-plate Bars since Saturday morning, and a scramble 
for business on the part of some mills. Probably 25,000 tons 
of Sheet Bars have been sold this week at very low prices, 
the deliveries running up to the close of 1897. There have 
also been considerable sales of Billets and Tin-plate Bars at 
low prices.” 

The prices which follow the dissolution of a pool, when 
confidence has been destroyed, and when manufacturers are 
making concessions to secure business, are often even lower 
than the low prices which had brought the producers to- 
gether. Before the dissolution of a rail pool, in February, 
1897, the price of steel rails at Chicago was $27.50 per ton. 
Owing to the dissatisfaction of the Lackawanna Iron and 
Steel Company with its allotment of seventeen per cent of the 
total output, and its consequent withdrawal from the asso- 
ciation, and owing to the demand of the Illinois Steel Com- 
pany for all territory west of Pittsburg, the pool Was dis- 
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rnpted. Steel rails were immediately offered by the Car- 
negie Company for delivery at Chicago at $17 per ton/ a 
reduction of $10.50 from the pool price. In 1895, for six 
months before the organization of this pool, the price of 
rails averaged $21 per ton. After the dissolution of the pool, 
the price did not again reach this figure until January, 1899. 
The breakdowns of pooling agreements in the steel trade 
during the period 1892-98 occurred with such periodical 
regularity that large buyers were accustomed to wait for 
the dissolution before making their purchases. After the 
break in the rail pool in February, 1897, the Eastern sales 
resulting from the reduction in price amounted to 200,000 
tons. The Illinois Steel Company in the West booked or- 
ders amounting to $5,000,000. The railroads hastened to 
load up the rail mills with large orders, often for delivery 
eighteen months in the future. 

Not only were the pool agreements unstable, but their 
regulation of prices was frequently very foolish. The de- 
termination of the policy of a pool is, in most cases, a ques- 
tion of majority rule, and the majority of producers in any 
trade are unlikely to be possessed of a broad grasp of business 
situations, or to be able to see further than the immediate 
future. When they found themselves in control of the sup- 
ply, the various associations frequently raised prices to fig- 
ures which seriously interfered with demand and which stim- 
ulated immediate and general competition. The policy of 
the nail pool above referred to offers a good illustration of 
this tendency to extortion. In the face of a general decline 
in prices, and a severe depression affecting every important 
industry, the price of a keg of wire nails was increased from 
87 cents to $2.55, a rise of almost 200 per cent, and this 
high price was maintained for six months. 

The Iron Age characterized this policy as follows: 

Looking at the matter even from the manufacturer’s 
standpoint, it would seem the part of wisdom to have put 
the price of nails at a reasonable figure rather than attempt 
to maintain a price which in the very nature of things must 
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be temporary^ and may^ perhaps^ end in disaster. Only 
those in close touch with the trade are aware of the influence 
which the policy of the association has in encouraging the 
establishment of new plants, whose competition must be 
troublesome, while at the same time it invites the impor- 
tation of foreign nails. . . . The trade are aware that the 
present price of nails is abnormally high as a result of agree- 
ment between the manufacturers — so high, in fact, that it is 
constantly under suspicion. The trade will doubtless con- 
tinue to limit their purchases to their imperative require- 
ments so long as nails are held at their present figures. 

Pooling agreements among manufacturing competitors 
are inherently defective. They have no firm basis in mutual 
confidence. They usually result in such an unreasonable in- 
crease of prices as to check consumption and stimulate com- 
petition. In few cases have they been productive of more 
than a temporary advantage in profits to their members. 

# The Trust movement of the eighties promised a more 
satisfactory restriction of competition. In this^^^^^f^^ of or- 
ganization, agreement among manufacturers as to prices and 
output was secured by depositing the stocks of the constitu- 
ent companies with trustees in exchange for trust certificates. 
These entitled the holders to such dividends as might be 
declared on the stocks, and also empowered them to vote 
for the trustees in the same manner as the stockholders of 
a corporation elect their directors. The trust certificates, 
moreover, could be dealt in on the stock exchanges in the 
same way as the certificates issued by the voting trust of a 
corporation. The trustees, being in control of the stock of 
the several corporations included in the trust, directed the 
management of these companies, and secured a uniform pol- 
icy upon prices and output. Permanence of control was 
secured by making the transfer of stock to the trustees, 
except by the formal dissolution of the trust, as provided for 
in the articles of association, irrevocable. 

The trust, so far as it included former competitors, fur- 
nished a more satisfactory restriction of competition than 
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the pool. It was open to fewer objections; its organization 
was permanent; its government was centralized^ responsible, 
and representative. The control of the constituent corpora- 
tions by the central organization — ^the trustees — was complete, 
for the trustees elected the board of directors of each of the 
constituent companies. Because it was permanent and cen- 
tralized, the trust pursued a more enlightened policy as to 
prices than the pool. The Standard Oil Trust made a con- 
siderable reduction in the price of refined petroleum, and 
the Sugar Trust, although for some years in practical con- 
trol of the market, did no more than to restore prices to a 
living basis. The Whisky Trust attempted to charge exces- 
sive prices, but the complete failure of its attempt, owing 
to the growth of competition, justified the wisdom of the 
more conservatively managed organizations. The Cotton Oil, 
Linseed Oil, and Lead Trust showed no disposition to prac- 
tice extortion upon the consumers of these products. The 
trust, as a device for the control of competition, was satis- 
factory. Its legal position, however, was inherently de- 
fective. 

Beginning with the Granger agitation against the rail- 
roads in 1870, there had grown up throughout the United 
States a pronounced sentiment against monopoly, under- 
standing by monopoly any attempt on the part of a railroad 
or manufacturing corporation to increase rates or prices by 
reason of its control of a particular market. The laws of most 
of the states forbid monopoly. Many state constitutions con- 
tain similar provisions. In 1890, sixteen states, either in 
their constitutions or by statute, prohibited any combination 
in restraint of trade; and the common law, which was gen- 
erally applicable throughout the states, also forbade any com- 
bination of this nature. The antitrust law of Missouri, for 
example, prohibited any pool, trust, agreement, combina- 
tion, confederation, or understanding with any other corpo- 
ration, partnership, individual, or any other person or asso- 
ciation of persons, to regulate or fix the price of any article 
of manufacture.^^ In 1890, Congress passed the Sherman 
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Antitrust Act, which declared that every contract, combi- 
nation in the form of trust, or otherwise, or conspiracy in 
restraint of trade or commerce among the several states 
or with foreign nations, is hereby declared to be illegal/^ 
This legislation was backed up by a vigilant public opinion 
rancorously hostile to large corporations. It was not to be 
expected that the trusts would long survive in such an un- 
friendly atmosphere. 

The pool was also specifically designated by most of these 
statutes as an unlawful combination, but the pool was a secret 
agreement whose details were not a matter of record and 
against which it was difficult to secure evidence. The Addj- 
stone Pipe and Tube Company is the most conspicuous case 
of the dissolution of a pool by legal process, and here the 
evidence against the organization was only secured through 
information given by a disaffected stenographer. That such 
pools existed was common knowledge, but to obtain conclu- 
sive evidence was difficult. 

The trust, however, which was a permanent pool, and 
which was expected to realize the benefits of the pool while 
avoiding its mistakes, lay open to attack. The trust agree- 
ments were matters of record. Their organizations were 
made under the usual legal forms, and the details of these 
organizations could not be concealed. The trustees could 
not refuse to disclose their authority for issuing the trust 
certificates which were dealt in on the exchanges. Any 
stockholder could enforce his right to examine the consti- 
tution and working of the trust which held his property. 
Neither could the fact be concealed that these corporations, 
whose identity and active life had been preserved, were, 
under the trust agreement, no longer masters of their own 
actions. They had surrendered their delegated powers to 
the trustees. A perfect combination in restraint of trade 
had been effected, and in view of the manifold statutes pro- 
hibiting these self-evident combinations, the dissolution of 
such combinations waited only for an attack upon their 
right to exist. 

24 : 
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The attack came in 1890, when the Attorney-General of 
ITew York brought suit against the North Eiver Sugar Ee- 
fining Company under the common law. The case was de- 
cided against the company, not only on the ground as stated 
in the opinion of the Circuit Court, that the North Eiver 
Sugar Eefining Company was a combination . . . the tend- 
ency of which is to prevent competition in its broad and gen- 
eral sense and to control, and thus at will enhance, prices 
to the detriment of the public, . . . but because the corpora- 
tion, entering the trust, had exceeded the powers of its 
charter. , The defendant had disabled itself from exercising 
its functions and employing its franchise as it was intended 
it should by the act under which it was incorporated, and 
had, by the action which was taken, placed itself in complete 
subordination to another and different organization to be 
used for an unlawful purpose, detrimental and injurivas 
to the public. This was a subversion of the object for 
which the company was created, and it authorized the x4.ttor- 
ney-General to maintain and prosecute this action to vacate 
and annul its charter.^^ The Standard Oil Trust was also 
declaimed illegal on similar grounds by the Supreme Court 
of Ohio in 1892. 

The result of these suits showed that even without the 
new menace of the Federal antitrust law the legal position 
of the trust had become impossible. The states had pro- 
hibited all combinations in restraint of trade. The corpo- 
ration is the creation of the state, and the state can revoke 
the powers which it has gi*anted when these powers are ex- 
ceeded or unlawfully exercised. Certain corporations had 
combined into trusts in order to limit competition— e, g., 
to restrain trade. These corporations had exceeded their 
powers, they had violated the laws of the states which had 
created them, and their charters were therefor forfeited. 
Unless some new device could be discovered by which the 
hardships of co^mpetition could be alleviated, the pool whose 
existence, though illegal, could be partially concealed, and 
which was ordinarily safe from lega) attack, whenever regu- 
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lation was required, must still be employed. Its defects were 
generally admitted, and it often aggravated tbe very evils 
wliieli it was designed to cure; but if the trust was to be 
forbidden, the pool seemed to be the only form of combina- 
tion possible. 

In 1892 the Standard Oil Trust solved the problem 
presented by the illegality of the trust agreements by the 
application of the principle of community of interest to 
the managment of its various constituent companies. This 
trust was dissolved, and the stock was returned to the hold- 
ers of the trust certificates, which were then canceled. 
A majority of the stock of each company, however, was re- 
tained by nine men who had been prominent in the affairs 
of the trust, and unanimity of action was in this way se- 
cured. Such an arrangement is always open to objection. 
It depends for its success upon the maintenance of harmony 
among the members of a group of individuals, and upon 
the tensile strength of the ties of self-interest supplemented 
by the bonds of friendly association and personal regard. 
The control of the various Standard Oil companies was held 
by the members of a single family and their close personal 
associates. These men had long been identified with a single 
interest, and the feuds of the competitive struggle had not 
divided them. The principle of community of interest proved 
to be, in this case, a working substitute for permanent or- 
ganization. 

Generally speaking, however, mutual self-interest backed 
by the friendship of members of a group of business men 
is a precarious foundation for stability of prices or rates. 
Self-interest may lead men one day together and the next 
day it may lead them apart, and when the paths of self- 
interest diverge, friendship is usually powerless to prevent 
a break. Community of interest, as applied to railroads on 
May 9, 1901, did not solve the difficulty. Yet the threat- 
ened catastrophe of renewed competition among the members 
of the trust must be prevented, not only to secure the ad- 
vance toward stability of prices, which had already been 
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made, but to furnish similar solutions for other vexing prob- 
lems of competition. 

Before 1889, when the corporation law of Few Jersey 
was revised, the laws of no state authorized the chartering 
of a corporation for the general purpose of owning the stocks 
or property of other corporations. Consolidation of corpora- 
tions was more generally permitted, but the purchase of stocks 
of other corporations by a holding company was not consid- 
ered to fail within the field of corporate privilege. There 
were but few exceptions to the general rule that a corporation 
should be organized for a specific purpose or for closely 
allied purposes. Pennsylvania had gone so far as to pro- 
hibit incorporation for more than one purpose. 

In 1889 Few Jersey revised its corporation act to permit 
corporations organized thereunder to acquire securities issued 
by corporations of other states and also as Few Jersey Cor- 
porations to transact business in other states. Under this law, 
following the decisions against the American Sugar Eefining 
Company in Few York in 1890 and the Standard Oil Com- 
pany in Ohio in 1892, the trusts proceeded to reorganize as 
Few Jersey Holding Companies. The same control over the 
policies and actions of the constituent companies which had, 
under the "^^Trust” form of organization been exercised by 
the trustees, was now transferred to the directors of the hold- 
ing company. The changes in organization were as follows : 

(1) To substitute for the certificates of the trust the 

shares of the new corporation, which were issued 
in exchange for the trust certificates. 

(2) To substitute for a board of trustees elected by the 

holders of trust certificates, a board of directors 
elected by the stockholders of the Few Jersey hold- 
ing company. 

The assets of . this Few Jersey corporation consisted of 
the stocks and bonds of other corporations, each of these sub- 
sidiary companies being in full possession of its corporate 
faculties and exercising all of its lawful activities. 
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Tlie difference between the old-time trnst and the trnst 
as we know it to-day, and the nature of the change in 
combination-organization which has taken place, may be 
illustrated by the accompanying table, which shows the meta- 
morphosis of the Sugar Trust in 1891. 


STOCK OF CONSTITUENT COMPANIES IN HANDS OF 
TRUSTEES— TRUST CERTIFICATES OUTSTANDING 

THE AMERICAN SUGAR REFINING CO, 



Capital 

Stoge: 

Capital 

Assets 

Capital 

Stock 

1. 

The Havemeyer & Elder 





Sugar Refining Co 

$500,000 

$500,000 


2. 

The Dick & Meyer Co 

200,000 

200,000 


3. 

The DeCastro <& Donner 




1 

Sugar Refining Co. 

350,000 

350,000 


4. 

The Moller & Sierck Co 

210,000 

210,000 


5. 

The Oxnard Brothers Co.. . 

100,000 

100,000 


6. 

The F. 0. Matthiessen & 





Wirchers Sugar Refining 





Co 

400,000 

400,000 


7. 

The Brooklyn Sugar Re- 





fining Co 

300,000 

300,000 


8. 

The Havemeyer Sugar Re- 





fining Co 

1,000,000 

1,000,000 


9. 

The Forest City Sugar Re- 





fining Co 

300,000 

300,000 


10. 

The Boston Sugar Refining 





Co. 

650,000 

650,000 


11. 

The Standard Sugar Re- 





fining Co 

1,000,000 

1,000,000 


12. 

The Bay State Sugar Re- 





fining Co 

225,000 

225,000 


13. 

The St. Louis Sugar Re- 





fining Co 

755,000 

755,000 


14. 

The Louisiana Sugar Re- 





fining Co 

450,000 

450,000 


15. 

The Planters' Sugar Re- 





fining Co. 

250,000 

250,000 




$6,690,000 

$6,690,000 




Valuation 

$50,000,000 

$50,000,000 


For all practical purposes the two organizations are iden- 
tical. Under the Trust the control of each company was 
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vested in a board of trustees, wlio issued trust certificates 
against the shares which they held. Under the ^Ulolding 
Company the control of each company was located in the 
company which held its stock, not as trustee, but as owner. 
In place of a board of trustees came a board of directors ; in 
place of a distribution of dividends collected by trustees to 
holders of trust certificates, a distribution of dividends re- 
ceived by the holding company as declared by the subsidiaries 
to the holders of its own stocks. The parallel is almost exact 
The desired result of restricting competition by a per- 
manent organization appeared now to be accomplished. It 
is true, that the state authorities could, as Missouri did, 
expel domestic corporations on the ground that by allowing 
their stocks to pass into the. possession of the Standard Oil 
Company of Uew Jersey they had disabled themselves from 
obeying the anti-combination laws of their state. Of such 
interference, however, the New Jersey holding companies 
were not afraid. The field was vast and the difficulty of 
arousing state authorities to action was great. 

A more serious menace was the Federal Anti-Trust Law, 
passed in 1890, known as the Sherman Law. The impor- 
tant sections of this statute are as follows : 

Section 1. Every contract, combination in the 
form of trust or otherwise, or conspiracy, in restraint 
of trade or commerce among the several States, or with 
foreign nations, is hereby declared to be illegal. 

Every person who shall make any such contract or 
engage in any such combination or conspiracy, shall 
be deemed guilty of a misdemeanor, and on convic- 
tion thereof, shall be punished by fine not exceeding 
five thousand dollars, or by imprisonment not exceed- 
ing one year, or by both said punishments, in the 
discretion of the court. 

Section 2. Every person who shall monopolize, or 
attempt to monopolize or combine or conspire with 
any other person or persons, to monopolize any part of 
the trade or commerce among the several States, or 
with foreign nations, shall be deemed guilty of a mis- 
demeanor, and, on conviction thereof, shall be pun- 
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islied by fine not exceeding five thousand dollars, or 
by imprisonment not exceeding one year, or by both 
said punishments, in the discretion of the court. 

The laW;> however, was quickly declared inoperative against 
the New Jersey holding companies by a decision of the Su- 
preme Court in the case of the United States vs. the B. C. 
Knight Company. The American Sugar Refining Company 
had purchased four refineries located in Philadelphia and 
suit was brought by the Department of Justice to enjoin 
one of the purchases on the ground that it was a violation of 
the Sherman Law. The court, though by a divided vote, 
held that the combination, assuming that its purchase re- 
sulted in forming a combination, related primarily to manu- 
facturing, that any commerce resulting from manufacturing 
was merely incidental thereto, and that Congress had no 
authority under the Commerce Clause of the Constitution, 
over any transaction which did not primarily relate to inter- 
state commerce. 

Freed by this decision from apprehension as to the legal- 
ity of their course, promoters and bankers in 1898, launched 
the trust movement which within five years brought under 
the control of New Jersey Holding Companies large sections 
of the principal manufacturing industries of the country. 
Coal, heavy iron and steel, lumber, railway equipment, liquor, 
worsted cloth, crackers and biscuits, smelting, harvesting ma- 
chinery, corn products, rubber goods, explosives, ship build- 
ing, tobacco, in addition to oil and sugar, to mention only 
the most important of the industries whose ownership was 
in large part consolidated under the New Jersey Corporation 
Act were all brought under the control of holding companies. 
In each case the method was the same, the exchange of stock 
or bonds of a holding company for the stocks of companies 
which it was desired to unite. 

In 1901 the movement spread to the railroads. In order 
to compose the differences arising out of the contest for con- 
trol of the Northern Pacific Railroad Company, the Northern 
Securities Company of New Jersey was formed to exchange 
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its stock for the stock of the Great Northern and the North- 
ern Pacific, parallel and competing lines of railway extend- 
ing from Lake Superior to Puget Sound. Rumors were 
also current of a Southern Securities Company and a South- 
western Securities Company, while in the eastern field the 
Penns}dvania Railroad Company had already acquired con- 
trol of its principal competitors in the soft coal carrying 
trade and the Reading Company in this same year, 1901, had 
purchased a controlling interest in the Central Railroad of 
New Jersey. The industries of the United States seemed to 
be rapidly drifting toward complete consolidation when the 
Department of Justice again intervened. 

Attorney General Knox, in February, 1902, filed a peti- 
tion against the Northern Securities Company praying that 
it be enjoined from voting the stocks of the two railroad 
companies which it held, and also that it be enjoined from 
receiving dividends on these stocks. The claim of the gov- 
ernment was (1) that a controlling stock interest in these 
two parallel and competing railways systems was held by the 
Northern Securities Company, (2) that it was manifestly to 
the interest of this majority stockholder that competition 
should be suppressed between these companies, and (3) that 
it should be presumed that this dominant voting power would 
be so exercised as to restrict and limit competition, and there- 
fore, (4) that the stockholding body which had the power 
and the incentive to violate the law should be permanently 
enjoined from exercising those corporate functions of voting 
and receiving dividends through which the law might be vio- 
lated, and the profits of violation might be obtained. 

This argument which, in the writer^s opinion, is the most 
forcible presentation of the cases against the holding com- 
pany as successor to the trust, was answered by the attor- 
ne 3 ^s for the Northern Securities Company, in substance as 
foUows: 

“ The Northern Securities Company is an investor in 
railway stocks. It was formed not to restrain trade, but to 
promote trade. It claims the right of any individual in- 
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vestor of any financial institution, of any trustee, to exercise 
all the rights incidental to stock ownership. The Northern 
Securities Company exercises these rights by virtue of 
power conferred upon it by the State of New Jersey. Con- 
gress has no power under the Constitution to override the 
right of the States to charter corporations for lawful pur- 
poses, and the holding of securities is a lawful purposed' 

In this ease, it appears that the holding company as a 
device to override the laws against unlawful combination in 
restraint of trade, was on trial, and it is therefore surprising 
to find that the government won by a divided vote. The 
Supreme Court, by a bare majority, held that the Northern 
Securities Company, as then constituted, was a combination 
in restraint of trade, because its stockholdings in the Great 
Northern and Northern Pacific Eailroad Companies gave it 
the power to restrain interstate commerce, and because it 
would be to its advantage to exercise such restraint by limit- 
ing the competition and increasing the profits of the com- 
panies which it controlled. 

While this decision struck at the holding company as a 
device for defeating a federal statute under the protection 
of a State law, it did not finally settle the question of the 
legality of a combination of manufacturing companies, which 
had been definitely taken out of the scope of the federal power 
by the E. C. Knight decision in 1895. 

The suits against the Standard Oil Company and the 
American Tobacco Company, however, struck directly at the 
industrial combinations. The Circuit Court, in deciding 
against the American Tobacco Company, brushed aside the 
technicality of the Knight decision, assumed that a corpora- 
tion controlling other corporations engaged in trade through- 
out the United States, was engaged in interstate commerce, 
and declared that ^Hhe Sherman Act must be construed 
as prohibiting any contract or combination whose direct effect 
is to prevent the free play of competition and thus tend to 
deprive the country of the services of any number of inde- 
pendent dealers however small. . . . Two individuals who have 
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been driving rival express wagons between villages in two 
contiguous states who enter into a combination to join 
forces and operate a single line, restrain an existing com- 
bination, and it would seem to make very little difference 
whether they make such combination more effective by 
forming a X3artnership or not/^ 

The Circuit Court, with the best intentions, no doubt, at- 
tempted, in placing such a strained construction upon the 
language of the act, to draw off all its force and vitality. 

If the Supreme Court had accepted this interpretation it 
might have been necessary for the President to summon 
Congress in special session to repeal the Sherman law. 

The Supreme Court, however, by a vote of eight to 
one, Associate Justice Harlan dissenting, in declaring the 
Standard Oil Company of New Jersey an unlawful com- 
bination, laid down the principle that the Sherman law 
does not prohibit every contract restraining trade, but 
merely those contracts and combinations which result in 
undue and harmful restraints of trade. Chief Justice 
White stated that the law made a comprehensive enumera- 
tion of every contract^ combinaiion in tlie forni of trust or 
otherwise^ or consiyiracy^ in order to make sure tliat no 
form of combination by which an undue restraint of inter- 
state or foreign commei'ce might be effected, would escape 
the prohibitions of the Act. 

To decide what are undue restraints of trade, the Court 
refers to the standard of 7^ea$on udiich had been applied 
at the common law, and applies this 7nde of reason to deter- 
mine whether a given combination is a violator of the Sher- 
man law. The Court further declared that the meaning of 
the Act is clarified by the second section which declares 
^Hhe attempt to monopolize’’ as a crime punishable by fine 
and imprisonment. In both the Oil and Tobacco eases the 
Court discovered abundant evidence that these companies 
had been organized ^^with an intent to monopolize” and ~ 
that they were, therefore, unlawful and must be dissolved. 

The now famous Rule of Reason” removes the hold- 
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ing company, as such, from the prohibitions of the Sher- 
man Aeti If such companies attempt to establish monopo- 
lies, they may be dissolved, but the fact that they represent 
a combination of previously competing companies will not 
condemn them without proof of specific wrong-doing. 

Since the Oil and Tobacco decisions a number of anti- 
trust suits have been decided, some criminal, against indi- 
viduals and others based on petitions for the dissolution of 
holding companies. Criminal juries are not inclined to 
convict for the crime of combination which, in the view of 
most men, is no crime at all. The government has, how- 
ever, won a few cases where secret pooling agreements 
have been brought to light. 

Civil proceedings have had “better success. The Powder 
combination has been dissolved, a portion of the assets of 
the parent company being divided between two other com- 
panies in no way connected with the parent company. The 
International Harvester Company has transferred its 
foreign business to a separate corporation. The Corn 
Products Eefining Company has also accepted a decree of 
dissolution. On the other hand, the government has been 
defeated in its attempt to dissolve the United Shoe Ma- 
chinery Company, and also in its attack upon the United 
States Steel Corporation. The decision in the Steel Cor- 
poration case was, however, noteworthy in that, while al- 
lowing the corporation to continue, it declared that the 
practice of reaching informal agreements and understand- 
ings with its competitors by which prices were made uni- 
form in certain lines was unlawful. The Court pointed 
out certain errors of the corporation, without enforcing 
the extreme penalty. In each case the Court held that 
neither the existence of a monopoly nor of an attempt to 
monopolize had been proven. The legality of the United 
States Steel Corporation has been finally upheld by the 
Supreme Court on the ground that mere size, the implied 
power to do evil, is no sign of sin, especially since, for 
many years, the corporation had carefully refrained from 
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practices wliicli would indicate its intention either to ex- 
tend its control or to exclude others from entering the 
industry, 

A recent addition to the machinery of enforcing the 
anti-trust law and a strengthening of the law itself, was 
the |)assage in 1914 of two statutes, the first known as the 
Federal Trade Commission Law, which created a hoard of 
service members known as the Federal Trade Commission, 
and the second as the Clayton Law. 

The Federal Trade Commission is in many respects 
similar to the Inter-state Commerce Commission and is 
given like powers. Its duties are first, to investigate cor- 
porations engaged in interstate and foreign commerce, 
with the exception of banks and common carriers, to detect 
any violations of the statutes relating to commercial methods 
and practices, and its second function is to determine, 
after hearing on complaint filed by the commission, whether 
particular persons, partnerships, or corporations have vio- 
lated any of the provisions of the laws relating to the 
matter placed under its care. The commission is also 
charged with the duty of issuing orders where violations 
of the law are discovered, and it can appeal to the courts 
to enforce these orders. All of the proceedings of the 
commission are subject to review by the courts, but its 
business is given precedence, and is to be expedited. The 
Trade Commission Law also established a new standard by 
which the legality of certain practices can be determined, 
by declaring that unfair methods of competition in com- 
merce are declared unlawful. It will be for the courts 
finally to determine what these unfair methods are. 

The Clayton Law goes much further than the Trade 
Commission Law in enumerating certain business practices 
which are declared to be unlawful. These unlawful prac- 
tices are as follows: ■ 

1. Price discrimination when the object is to create a 
monopoly. 

2. Tying contracts, by which the sellers or lessors of 
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goods attempt to prevent buyers or lessees from buying or 
leasing the goods of others^ the object being to create a monop- 
oly. 

3. Prohibition against the ownership of stocks in com- 
peting corporations by a third corporation unless the purpose 
is for investment. 

4. Prohibition on inter-locking directorates by which is 
meant the holding of directors^ positions in two or more large 
banking institutions in large cities, or large corporations of 
any kind. 

Assuming that business is in need of such drastic regu- 
lation, the Federal Trade Commission is probably an improve- 
ment over the working of the Department of Justice in en- 
forcing the ilnti-Trust Law, All of the orders of the Com- 
mission must come before the courts. The authorit}’* of the 
Commission, and the respect in which it is held, will depend 
upon the final disposition of its orders. 

Holding companies are not formed solely for legal reasons. 
Important considerations of financial expediency favor the 
use of this device when it is desired to bring under single 
control within a short time a number of properties in the 
same line of business. When it is desired to form a combi- 
nation, for example, of a number of steel manufacturing 
concerns, one of the operating companies can be used as a 
holding company, or a new company can be formed. Even 
if no legal obstacles intervened, however, the holding com- 
pany will be the device usually selected. 

Mr. Eobert F. Herrick, in a paper entitled ^^Holding 
Companies,^^ has summarized the situation as follows : 

"^•^The natural purpose, then, of a holding company and 
the one for which it is used is the combination of allied 
and generally though not necessarily competing enterprises. 
Theoretically, such a combination or purchase could be^ 
effected by any one person or group of persons with sufficient 
capital. Further, it could be effected by the purchase out- 
right, either by private individuals or a corporation, of the 
various properties or business. Practically, however, a great 
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many combinations would never be brought about except for 
the holding company, and practically all of the great recent 
consolidations, such as the United States Steel Company, 
the Amalgamated Copper Company, and others, have been 
holding companies. It would have been practically impos- 
sible for the United States Steel Corporation to have been 
formed in any other way. It is necessary in the getting 
together of such a group of properties to act quickly and at 
a favorable time. It is necessary, so far as possible, to get 
along without new cash. The amount of cash necessary to 
buy the properties consolidated into the United States Steel 
Corporation would have been impracticable to raise. It is 
necessary, further, as much as possible to retain the interest 
of a large number of stockholders in the older companies in 
the new consolidated company. It is necessary to provide 
a practical working method of bringing them all together, 
and particularly necessary to provide for the contingency 
that it may be impossible or impracticable to actually sell 
the property of one of these corporations to the consolidated 
company, or that it may be impossible to get the consent of 
certain of those interested in the selling company to the con- 
solidation. 

The stockholders act naturally like a flock of sheep. 
In the main they follow the lead of the directors, and if the 
details of carrying the plan through are so arranged that the 
stock in the new company has an apparent money value 
greater than the stock of the old company for which it is 
offered, the exchange once started takes place generally, and 
when a majority of the stock in the companies is exchanged 
practically the consolidation is effected. The difficulty in 
bringing enterprises together in any other way can be realized 
when you appreciate that in many states it is impossible for 
a corporation, even a private manufacturing corporation, to 
sell out its entire property, including franchises and good- 
will. It has been held in some jurisdictions that such a 
sale is foreign to the whole purpose for which the corporation 
was formed and that when the time for such a sale comes. 
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it means the dissolution of the corporation and a final dis- 
position of its assets among its stockholders. There is further 
in certain states the absolute prohibition for a corporation of 
greater than a limited amount of capital to do business in the 
state. This alone would prevent the amalgamation of a num- 
ber of properties into one great corporation directly owning 
all the properties/^ 

Another reason for choosing the holding company for the 
consolidation is that to employ an operating company as the 
purchaser of the stocks of other corporations, would require a 
large increase in the stock of this company, and this increase 
might, under the laws of the state or the charter of the corpo- 
ration, require the consent of three fourths or even a larger 
proportion of the stock. Stockholders of the proposed holding 
company might object to this reorganization of the capital 
account for a purpose of which they might not approve, and 
the combination might be halted at its outset by embarrassing 
litigation resulting from the efforts of minority stockholders 
ip protect what they considered to be their rights whatever 
the motives back of the litigation. 

A holding company has various other uses in addition to 
that of accomplishing a combination. It is largely employed 
as a finance company. One of the best illustrations of hold- 
ing companies organized for this purpose is furnished by the 
corporations manufacturing electrical apparatus and appli- 
ances. The products of the General Electric Company, for 
example, are purchased by corporations engaged in the opera- 
tion of electric railroads, power and lighting companies. 
When these companies are started, their promoters usually 
welcome assistance in providing the funds for construction. 
They are willing not merely to make liberal arrangements 
in the way of stock bonuses, but also to give to the con- 
struction companies affiliated with the banking or financial 
concerns which give them assistance in putting through their 
project, exclusive contracts, not merely for construction, but 
also for all materials and appliances which may be needed 
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for a long time to come in the maintenance and extension of 
the plant. 

The companies manufacturing electrical appliances have^ 
therefore^ placed themselves in a position to render financial 
assistance to new companies in order to secure a market for 
their machinery. The General Electric Company owns the 
entire capital stocks of the Electrical Securities Corporation 
and the Electric Bond & Share Company. Both of these 
companies are finance companies; they take part in the 
underwriting of securities of electric companies of various 
kinds, and also purchase the bonds of such companies, some- 
times taking with the bonds a bonus of stock. They obtain 
the funds for these purchases, not merely because of the 
high credit which the backing of the General Electric Com- 
pany gives them, but also by selling their own bonds secured 
by the stocks and bonds which they purchase. The Elec- 
trical Securities Corporation, for example, in 1904 offered 
$500,000 out of $1,000,000 collateral trust five per cent bonds 
secured by $1,250,000 par value of first mortgage bonds of nine 
electric railway, power and traction companies located in dif- 
ferent parts of the United States. These companies earned 
a surplus over fixed charges, and the Electrical Securities 
Corporation was required to keep the principal acquired out 
of its interest-paying bonds under pledge equal at all times 
to at least 125 per cent of the principal of the collateral trust 
bonds outstanding. When a favorable opportunity occurs, 
bonds may be withdrawn and sold, a corresponding amount 
of the collateral trust bonds being paid off. In other cases, 
the substitution of collateral, according to the method already 
explained in the discussion of the collateral trust bonds, is 
permitted. 

By pledging the bonds which it purchases as collateral 
for loans, a corporation of this character is able to free its 
capital for new employment without selling unseasoned bonds 
at the low prices which such securities bring. The bonds can 
be put away under the collateral trust mortgage until the com- 
panies issuing them have reached an assured position, when 
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they can be sold at a substantial advance over the price paid. 
Bonds purchased b}^ such corporations, moreover, often carry 
a bonus of stock, and the stock can either be held for dividends 
or sold as soon as it reaches a proper figure. 

A limit is usually placed upon the amount of collateral 
trust bonds which such a corporation can issue. In the case 
of the Electrical Securities Company, for example, the total 
indebtedness of the corporation, secured and unsecured, 
direct and contingent, shall never in the aggregate exceed 
four times the amount of its paid-up and unimpaired out- 
standing capital stock and surplus.” Bonds of such a 
corporation, issued under these restrictions, furnish very 
good security. The fact that the collateral pledged represents 
the bonds of a number of different enterprises adds to the 
safety of these obligations. 

The object of the Electrical Securities Corporation and 
the Bond and Share Company is to assist the owner of their 
stock, the General Electric Company, in pushing its business. 
It is not their object to retain permanently the bonds which 
tl^ey purchase. As fast as these show a substantial profit, 
they are sold and the proceeds reinvested in other securities. 
Other companies have been organized on this model for the 
purpose of permanent income to be derived from the 
■securities yielding the high rate of return purchased with 
their own bonds at a lower rate. The Mortgage Bond Com- 
pany of New York, for example, owns first mortgages in a 
large number of cities, and from time to time issues bonds 
secured by these mortgages with the proceeds of which 
other mortgages are purchased. The bonds of this company 
must at all times be secured by deposit with the trustee of 
first mortgages equal in face value to the value of the bonds 
outstanding on improved real estate in cities having a popu- 
lation not less than .40,000, subject to the right of the com- 
pany temporarily to deposit cash, Ogvernment bonds, or New 
York City bonds at a valuation of five per cent below the mar- 
ket value thereof. All the mortgages used as collateral are 
limited to one half of the value of the mortgaged property as 
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appraised for the company. With cities having a population 
of 300,000 or over, such mortgages may equal three fifths of 
the value of the property, and in New Tork City, two thirds 
of the value. These bonds are issued at low rates of interest, 
and their proceeds can be loaned at rates which show a sub- 
stantial margin of profit for the stock. The mortgage bond 
indebtedness of the company is limited to fifteen times the 
capital stock outstanding at the time of issue. Other illustra- 
tions of holding companies organized for permanent control 
of properties are the American Water Works Company, the 
American Pipe Manufacturing Company, the American Gas 
Company, the American Light & Traction Company, and the 
IJnited Gas Improvement Company. 

The finance holding companies which have been described 
are similar to the organization of the investment trusts which 
are numerous in Great Britain. These corporations are or- 
ganized to make’ available to the general investor the stocks 
and bonds of other companies, thereby relieving him of the 
task of finding safe investments for his money. Invest- 
ment Trusts issue shares or debentures bonds to the investor, 
and with the funds obtained, they purchase large blocks of 
securities in various companies, many of them located outside 
of England. It is not regarded essential that these interests 
should be controlling interests. In some cases, new flotations 
can get their capital from such investment trusts. The pur- 
pose of these investment holding companies is indicated in 
the prospectus of the General Investors & Trustees, Limited, 
which says : 

This company has been formed to conduct the 
business of a trust and investment company. , . . The 
directors believe that the present is a favorable time 
for engaging in such an enterprise, securities being 
generally free from inflation, and the conditions of 
trade tbrougbout the world being of a satisfactory 
cbaraeter. It has been shown by experience that a 
well-managed investment company enjoys many ad- 
vantages which are not usually within the reach of a 
private individual, who cannot generally exercise that 
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vigilance essential to snecessfiil results. Tlie former 
is in a position, while as a rule a private investor is 
not, to make the investigations necessary to ascertain 
the real position and intrinsic value and prospects of 
the undertakings in which it contemplates investing 
its capital. The information now required to be given 
by companies nnder recent legislation in conjunction 
with their annual reports and accounts, provides a 
useful index to their merit, and furnishes an invalu- 
able aid to the operations of a trust and investment 
company. The business of participating in the un- 
derwriting of new issues of Home, Foreign, and 
Colonial Loans, and of bonds, debentures and deben- 
ture stocks, and shares and stocks of approved com- 
panies, will form a prominent feature of the com- 
pany’s operations. 

The advantages of such a company are many. In the 
first place; it can act as an underwriter in taking over the 
stocks and bonds of new corporations in which it has confi- 
dence at very low prices, receiving occasional bonuses of 
^ stock, and selling its own shares or debenture bonds on an 
investment basis. This is essentially the same plan as that 
followed by railroad companies which build branch lines 
through subsidiary companies, and then sell securities of 
these companies in the form of their own collateral trust 
bonds to the public. The Investment Trust Company has 
also an advantage over the investment banker in that the 
latter is compelled to turn over its capital quickly, and is 
foi'ced, in order to market securities purchased, to give the 
purchaser lower prices than those which could be obtained 
for these securities if they ivere held until the company had 
fully demonstrated its earning power. The English invest- 
ment trust, moreover, may retain its purchases, or may sell 
these securities when they appreciate in value as result of in- 
creased earnings. In either case, its shareholders obtain the 
full benefit of appreciating value which the American banker 
is forced to divide with his customers. The second point in 
favor of the investment holding company is that it spreads its 
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investments over a wide field, by which it can, in the same 
manner as life insurance companies, reduce the risk of loss to 
a minimum. The investor in its debentures or shares can also 
be safeguarded by reserve funds built up out of the dividends 
and interest which it receiveSo 
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THE LEASE 

The lease has already been defined as a contract by which 
possession of certain property is transferred from the owner 
known as the lessor to some other person or corporation 
known as the lessee. Corporate leases contain the following 
provisions: 

Pirst^ a description of the property, nsnally in the form 
of a complete inventory, w^hich must be kept up to date, since 
the nature of corporate property is likely to be constantly 
changing. For example, the property of a street railway 
compan}?', where the motive power is in turn changed from 
horse power to cable, then to the overhead trolley, and finally 
to the underground trolley, may be entirely different at the 
end of a ten-year period from what it was at the beginning. 
If this property is to be leased to another company, it is im- 
portant that the inventory be revised at regular intervals. 

Second, the length of the lease. It is usual to make 
corporate leases for long terms, ninety-nine years being 
conjimon, and 999 j^ears not unusual. When leases are made 
for shorter periods, options of renewal on certain terms are 
usually inserted. 

Third, payments under the lease. With hardly an excep- 
tion, corporate leases provide that taxes, insurance, interest, 
and expenses of maintaining the organization of the lessor 
shall be paid by the lessee. In addition, the payment for 
the lease to the lessor is usually made in the form of a divi- 
dend upon the capital stock of the lessor as then outstanding. 
It may also be provided that the lessee shall pay as rental 
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for tlie property a certain i3roportionate part of the gross 
earnings or of the net earnings. This method places no 
limit to the participation of the OTOer in the profits of the 
property. These payments are frequently made on a sliding 
scale so as to permit the stockholders to share in the expected 
increase in profits. 

Corporate leases provide, in even greater detail than 
private leases, for the maintenance of the property. This 
point needs to he far more carefully guarded in short term 
leases than when, for example, ninety-nine year leases are 
made. If the maintenance of leased property is not care- 
fully looked after, as the date when the lease expires ap- 
proaches, the lessee, unless he expects to renew the lease, will 
allow the condition of the property to deteriorate, making as 
much money as possible during the last year or two of his 
occupancy. In order to protect the lessor against such an 
abuse of his rights by the lessee, there may be reserved to 
the lessor the privilege of examining its physical condition. 

A typical provision for maintenance is the following, taken 
from the lease of the property of the Manhattan Eailway '^’ 
Company to the Interborough Eapid Transit Company : 

The lessee covenants and agrees, at its own proper 
cost and expense, to maintain, operate and run the 
demised railroads and property during the said term 
in the same manner as the lessor is now or shall at 
any time hereafter be required or authorized by law 
to do; and shall and will keep all insurable property 
insured in reasonable amounts and rebuild all build- 
ings and replace all property destroyed or deterio- 
rated by fire or otherwise, to such an extent as to be 
unfit for use ; and shall and will maintain, preserve 
and keep the railways and property hereby demised, 
including all i^roperty hereafter acquired, and every 
part thereof, in thorough repair, working order and safe 
and efficient condition, and supplied with rolling stock 
and equipment, so that the business of the said de- 
mised railways shall be preserved, encouraged and de- 
veloped, the business thereof be done with safety and 
expedition, the public be aceommodated in respect 
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tliereto, witli all practicable convenience and facilities, 
and the future growth of such business as the same 
may arise or be reasonably anticipated be fully pro- 
vided for and secured. 

The lessee further covenants and agrees, at the ex- 
piration or termination of this lease for any cause, 
to return and deliver the said railroad and railroads, 
real estate, and properties by this lease demised, in- 
cluding, among other things, all property, additions, 
improvements and equipments which shall be fur- 
nished, constructed or completed out of the proceeds 
of sale of the stock, bonds or property of the lessor, to 
the lessor in as good order, condition and repair as 
they were at the date this lease takes effect, or at the 
date when the same came into the possession of the 
lessee, and to surrender said franchises, rights and 
privileges, easements and properties unimpaired by 
any act of the lessee; excepting, however, all property 
, of the lessor sold pursuant to the terms hereof, the 
proceeds of which shall have been applied as herein 
provided. 

^ The lessee further covenants and agrees that it will, 
at all times during the continuance of this lease, 
at its own expense, keep the said rolling stock, and 
tools, equipment, machinery and implements necessary 
for the operation of the road, in good order, condition 
and repair, and will, as the same shall be worn out 
and rendered unserviceable, replace the same at its 
own expense, so that the said railroad and railroads 
shall always be kept, maintained and equipped in good 
and safe condition and effective working order. 

The lessee further covenants and agrees that it will 
at all times during the continuance of this lease, at 
its own expense, comply with all lawful requirements 
with respect to the construction, maintcmanee and 
operation of said railroads, extensions or branches 
thereof. 

In corporate leases, when the instrument covers, for 
example, a large and complex . street railway system, it fre- 
quently happens that some portion of the propertjy of the 
lessor is no longer of use to the lessee. It is for the interest 
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of both parties that this property should be sold. Provision 
is usually made;, therefore, for the sale of such property^ with 
or without the consent of the lessor, but invariably with the 
stipulation that the proceeds of the sale are to be invested in 
improvements upon the lessor’s property. In other respects 
the language and form of a corporate lease closely follows 
the corporate mortgage, the main objects being to preserve 
the physical condition of the property and to protect the 
lessor against any claims or charges arising from the non- 
fulfillment of any obligation connected wdth the property 
released. If the property is mortgaged, such a stipulation is, 
of course, necessary, and the consent of the trustee of the 
mortgage must be obtained. 

A proposition made by a strong company to stockholders 
of another corporation to lease their property at a rental 
corresponding to the dividends wdiich they are then receiving 
or of w-hich there is an immediate prospect, is very attrac- 
tive, and it is not so essential to make sure of their acceptance 
by purchasing enough stock to control the board of directors 
of the lessor company, as when a proposition is made to pur- ^ 
chase the stock. A typical proposition of this character is 
indicated in the following offer : 

The Indianapolis Terminal and Traction Company 
offers to lease the property of the Indianapolis Street 
Kailway Company, guaranteeing the payment of inter- 
est, taxes, etc., and also dividends on the street railway 
stock of one per cent on January 1; next, and there- 
after semiannually 3 per cent for the first year, 4 per 
cent for the second year, 5 per cent for the third year, 
and from July, 1908, 6 per cent. The term of the lease 
is for thirty years, which is the unexpired life of the 
Indianapolis Company’s franchise from the city. 

The advantages of the lease, from the standpoint of the 
lessee, are equally evident. The lessee company obtains the 
control of property without the outlay of any money, and 
usually on terms which leave them a margin of profit after 
making the payments required by the lease. If property is 
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to be built a large amount of financing is necessary. Bonds 
or stock must be sold, and extensive construction operations 
entered into. If, however, the property desired can be rented 
from its owners, the lessee company comes immediately into 
the possession of a fully completed propert}^, manned by an 
operating organization and on a profitable basis. The same 
result, from the standpoint of control, may be reached by 
purchases of the stock of the company owning the desired 
property, which can be pledged under an issue of collateral 
trust bonds. This method has already been explained. Here, 
however, the question of financing arises, the bonds must be 
sold, or a sufficient sale must be insured by a syndicate to 
purchase the amount of stock desired. The question of stock, 
moreover, as we have seen, usually involves the entire issue 
of the company which owns the desired property, and the 
financing may be extensive. To acquire control by the 
method of lease, however involves no more than dealing with 
the board of directors, and the submission b}^ them of a 
proposition to the stockholders. If the offer is advantageous, 
• and with the prestige of the directors behind it, it is likely to 
be unanimously accepted. 

Leased property has objections from the point of view 
of the lessee. It is not available as security for loans to pay 
for improvements which may increase its value. While the 
property of a street railway system is in the possession of 
the lessee company, and while its operation is entirely con- 
trolled by the lessee, title to the property remains in the 
lessor. In the natural course of improvement, with a steady 
growth of population, large extensions and additions, and a 
considerable amount of reconstruction of the property, are 
reasonably certain. The progress of invention has completely 
revolutionized the methods and mechanism of street railway 
corporations. The motive power, 'types of cars, the methods 
of generating power and the types of track, have been greatly 
improved. The cost of all these improvements and exten- 
sions which are made upon the property of the lessor, in the 
absence of special provisions in the lease, must be borne by 
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the lessee company. With a short term lease, the improve- 
ment of the lessor’s property may be the ground for a 
successful demand for higher rental from the lessee, and 
improvements are likely to be deferred or abandoned on this 
account. With a long term lease, the only objection to im- 
proving the lessors property is the difficulty of financing 
the cost of these improvements. In such cases, the only 
property right held by the lessee is the lessor’s interest 
obtained by capitalizing the profits of the lease. This right 
may in some cases be very valuable. We have already seen 
that it was one of the assets pledged by the Interurban Rapid 
Transit Company as security for a recent issue of bonds. In 
few cases, however, are the profits so large as to make the 
lessor’s interest of great value, and great difficulty may be 
experienced in financing improvements which are absolutely 
essential to the development of the system, and which may, 
in fact, be demanded by the public authorities. 

A recent illustration of the difficulty experienced by the 
lessee company under these circumstances is furnished , by 
the Philadelphia Rapid Transit Company which holds under 
lease the street railway property of tlie Union Traction Com- 
pany which preceded it in control of the vStreet railway 
system of Philadelpliia. In September, 1908, the Rapid 
Transit Company sent a letter to the shareholders of the 
Union Traction Company which is as follows: 

On duly 1, 1902, you turned over to this company 
your property on a rental basis. You liad acquired this 
property seven years before, had expended }our money in 
the development of it, and while in later years you had 
shown a surplus from operation, that surplus had not, up 
to that time, been sufficient to justify the payment of a 
dividend. 

^“^This company, by the terms of the lease, undertook to 
pay you a dividend from the start, equal to the largest 
earnings which you had shown up to that time, and in- 
creasing until they should reach, as they now have, double 
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that amount. In the past six years we have spent approxi- 
mately $20,000,000 in building the new elevated and subway 
railway and $20,000,000 upon improvements and extensions 
of the system which yon turned over to us. This company 
has been subject to severe criticism for having assumed to 
pay a dividend upon the par value of your stock, only thirty- 
five per cent of which has been paid in, but the answer is 
that w'e have (in effect) spent upon this system not only the 
19-| millions remaining unpaid upon your capital stock but 
10| millions additional, with respect to which $30,000,000 no 
fixed charge has been assumed and no return has been paid. 

The increased cost of operation, the recent depression in 
business and unavoidable delays in the completion of the 
subway have necessarily upset, to a certain extent, the cal- 
culations upon which the rental obligations were based. 
These conditions, however, have merely postponed the fulfill- 
ment of our expectations, and the management has full con- 
fidence in its ability to place the property upon a substantial 
paying basis, provided it is able to do the financing always 
necessary for a growing property. 

Since we took over this property we have secured a 
contract with the city in which the Rapid Transit Company 
has given up valuable privileges for the purpose of securing 
to your company immunity from the threat of hostile legis- 
lation. This contract is of the very greatest benefit to the 
Union Traction Company and its underlying lines. 

As already stated, nearly half of the $40,000,000 capital 
raised by this company has been expended directly upon the 
surface system. Several millions of dollars went to the 
building of what are practically new lines, although they 
have been built under extensions of your old charters, princi- 
pally the Twenty-second Street and Allegheny Avenue Pas- 
senger Railway Company in which you ovm every share of 
stock, and the West Philadelphia Passenger Railway Com- 
pany (under which new lines have been built on 52d, 58th, 
and 60th streets) in which your company owps a controlling 
interest. 
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Eapid Transit Company lias now made tlie final 
call upon its capital stock and tliis lias been practically ex- 
hausted by the expenditures already detailed. It is now nec- 
essary to relay many miles of surface track and to add equip- 
ment of a more modern character calculated to serve the 
public betteiq and to collect a much greater percentage of 
the fares. These expenditures will be made directly upon 
your property^ rendering the security of your lease that niucli 
better, both as to the value of the property and its earning 
power.^^ 

It appears from this letter that, unless the Eapid Transit 
Company could make use of the credit of the Union Traction 
Company, the financing of necessary improvements would 
be impossible. A proposition was, therefore, made to the 
stockholders of the Union Traction Company to permit 
the former to use a large number of valuable securities 
enumerated in the list and intrusted to tlie Eapid Transit 
Company as collateral security for an issue of $5,000,000 of 
collateral trust bonds. The proposition was accepted by th# 
Union Traction Company, and the funds provided. Evi- 
dently, however, the lessee company cannot always count 
upon the acquiescence of stockholders of lessor companies 
in placing encumbrances upon their property for the benefit 
of that property. In recent leases, provisions have been 
inserted whereby the lessor company is obliged, under cer- 
tain conditions, to finance improvements upon its own 
property. 

One of the most carefully drawn leases ever executed is 
that which gave to the Boston Elevated Eailway Company 
the control of the West End Street Hailwuiy. The lease 
bound the Boston Elevated to pay seven per cent per annum 
on the common and eight per cent on the preferred stock 
directly to the stockholders without any reduction, the lease 
stating that these dividends were to be net amounts. • The 
lease further explicitly provided that the Elevated Company 
should pay all damages to persons or property; all sums due 
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for taxes— federal, state or municipal— upon the lessor’s 
property, franchise or capital stock j and all sums “by law 
required to be deducted from any amounts payable upon 
the lessor’s stock.” The lease, on the other hand, stipu- 
lated that all saving from refunding of the West End 
Company’s bonds should accrue to the lessee, the Boston 
Elevated Company. The lessee also assumed definitely 
the interest on the bonds of the West End Company, and 
on the existing indebtedness of any street railway which 
the West End Company was under obligations to pay. It 
also assumed all liabilities under the contract with the city 
of Boston touching the subway. 

The provisions in this lease regarding the right of the 
lessee to issue stock or bonds of the West End Company for 
improvements, particularly deserve attention. The West 
End Company was required to issue stock or bonds, from 
time to time, at the request of the lessee, in order to meet 
the cost of improvements and additions to the lessor’s prop- 
erty. The West End Company must be informed of the 
piurposes for which it is proposed to issue the securities, 
and if it dissent from the expediency of the expenditure, 
and withholds its consent to the issue, a board of arbitrators 
must pass upon the matter. If the arbitrators, by a ma- 
jority opinion, do not approve the same, the lessee cannot 
insist upon the issue being made. One arbitrator is to be 
chosen by each of the parties to the lease, and the third by 
the two so chosen, or by the State Board of Railroad Com- 
missioners, or by the Chief Justice of the Supreme Court 
of Massachusetts. The lessee company has the right to 
decide whether the issue of security by the lessor shall be 
stock or bonds, and it may fix: the rate of interest which 
the bonds shall bear, but it is provided that “no bond shall 
be issued in excess of the outstanding capital stock” of 
the lessor. Provision must, of course, be made, in ease 
bonds are issued by the lessor for the improvement of 
leased property, for an increase in the rental to provide 
for interest and sinking fund on the new bonds. 
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In order to protect the lessor company against im- 
proper use of its credit by the lessee, there is set down in 
detail in the lease the expenditures which the lessee can 
capitalize for the account of the West End Street Railway. 
These are especially limited to the following permanent 
additions and improvements: 

1. The abolition of grade crossings. 

2. Additional rolling stock and equipment. 

3. Additional track mileage and its equipment. 

4. Additional real estate. 

5. Additional stations, power and car houses. 

6. Additional buildings, bridges and other structures. 

7. Renewals of or substitutes for stations, bridges, 
buildings and other structures, track and equipment, ^^so 
far as the cost of such renewals and substitutes exceeds the 
cost, when new, of the things received or the things re- 
placed.’’ 

The provision just described is now often included in 
leases of x^roperties where it is necessary to provide fee^ 
cax>ital expenditures. Another method sometimes em- 
ployed, and which a i)roper organization of the capital 
account makes possible, is for the lessee, when it takes over 
the property of the lessor and assumes the obligation to 
pay interest on its bonds, to take over also any unissued 
bonds authorized under existing mortgages, and to issue 
these at will subject to the restrictions of the mortgage. 
This method is x>referable to that em|)loyed in the Boston 
lease which is apt to lead to endless discussions and bicker- 
ing over the propriety of particular expenditures. If the 
restrictions in the mortgage are carefully drawn, the lessee 
can, without danger to the lessor’s property, and in fact 
with great benefit to the lessor, freely employ' the credit 
arranged for in the mortgage for the benefit of the lessor’s 
X7roperty. In this manner provision can be made for the 
expansion of the business carried on with the leased prop- 
erty.' ' 
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EEADJTJSTMENT OF THE CAPITAL ACCOUNT 

The capital account of a corporation has been described 
as a statement of assets and liabilities. From time to time, 
it becomes necessary or advantageous for a company to re- 
adjust its capital account, changing the form of assets, 
exchanging assets for liabilities, distributing assets or evi- 
dences of liabilities to stockholders, or changing the form of 
liabilities. The methods employed in making these read- 
justments can be grouped under the general title of read- 
justment of the capital account. 

Eeorganization of the capital account is usually required 
m the event of bankruptcy, if the business is to be contin- 
ued. This form of reorganization will be considered in a 
later chapter. We are here concerned with the reorganiza- 
tion of the capital accounts of solvent companies. 

Eeorganization may relate either to assets or liabilities. 
The first condition under which reorganization may be nec- 
essary is -when it is desired to change the form of assets. 
The property of a corporation is constantly changing. A 
railroad company, for example, may wish to sell a part of 
its equipment which is no longer suited to its purposes, or 
certain real estate put out of use by the rearrangement of 
a terminal. Similar occasions are constantly arising when 
it is desirable for a corporation to dispose of certain of its 
property. When securities are owned, and when the control 
over the companies which have issued these securities is no 
longer important to the corporation which owns them, op- 
portunity sometimes arises to sell these securities, and to 
reinvest the proceeds, either in improvements or in other 
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securities showing higher rates of return. The testimony 
of Mr. E. H. Harriman before the Interstate Commerce Com- 
mission in its investigation of the alleged illegal combination 
between the Pacific companies in 1907, explained a transac- 
tion of this character as follows: 

We had, as the result of the ITorthern Pacific purchase, 
$82,000,000 of Northern Securities stock, at a cost of about 
$79,000,000. Then we were forced by the decision of the 
Supreme Court to take Great Northern, which we did not 
want, and a lesser amount of Northern Pacific than we had 
deposited with the Northern Securities Company. At the 
time the Great Northern and Northern Pacific was forced 
upon us, it had a market value of about $100,000,000. . . . 
Instead of disposing of it at that time, we held it until 
the market price increased in value to somewhere near 
$145,000,000 to $150,000,000. We sold some of it grad^ 
iially as it went up, but at that value the returns from the 
Northern Pacific and Great Northern were less than three 
per cent on the stock that we held. Therefore we concluded 
that it was better to sell those stocks and invest the same 
money in other securities that would give us greater returns. 
So that, following out that line, 'we have sold enough of 
those stocks to realize $11G,000,000.^C 

Mr. Harriman further stated that tlie income from the 
securities purchased was approximately $5,500,000, instead of 
$3,250,000 on the Great Northern and Northern Pacific 
stock. 

The working capital of a company, its cash, materials, 
and bills receivable, varies with the volume of its business. 
It is offset, in part, by current liabilities. With a falling off 
in business, a part of this working capital becomes unneces- 
sary; It may then be employed to pay off the current debts 
of the company. 

In some cases corporations may be nnable to meet short 
term indebtedness at maturity, and may be obliged to sacri- 
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fice some of their property to take up their loans. The Colo- 
rado Fuel and Iron Company, in 1903, found it necessary, 
in order to meet its obligations under contracts previously 
made, and for the extensive work of construction and bet- 
terments upon which the company entered a year or two ago, 
and also for its general corporate purposes, to raise money 
from persons interested either as stockholders or directors, 
or both, by means of loans and sales (the sales, however, being 
subject to a contract permitting repurchase by the Fuel Com- 
pany within a specified time)/’ This property was after- 
wards repurchased by the corporation at an advance in price, 
the stockholders being allowed to participate in the profits of 
the repurchase. 

The disposition of assets by the various methods above 
indicated presents no difficulty if the assets are not pledged 
as security for some loan. In case they are pledged, how- 
ever, it becomes necessary to obtain the consent of the trus- 
tee, whose duty it is to make sure that the proceeds of the 
sale are used, either to reduce the amount of bonds secured 
bj the mortgage under which the property sold was pledged, 
or reinvested for the protection of the bonds. 

Taking up next the readjustment of liabilities, we come 
first upon the capital stock. The increase of capital stock 
as a means of distributing the surplus has already been re- 
ferred to in Chapter XVIII. We are concerned with the con- 
ditions under which the amount of capital stock may be re- 
duced. When the company has outstanding an amount of 
stock so great as to make it improbable that its earnings will 
ever reach a point where dividends can be safely paid, and 
especially when there has been such an accumulation of unpaid 
dividends on preferred stock as to make payment of dividends 
on common stock highly impracticable, the question arises. 
Shall the capital stock be reduced to a dividend paying basis ? 
When the value of the stock, because of the remoteness of 
dividend payment, has fallen to a nominal figure, this ques- 
tion should be answered in the affirmative. 

A company, for example, with $500,000 of surplus earn- 
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ings applicable to dividends cannot^ as a rule, safely pay out 
more than $300,000. If $250,000 of this $300,000 is re- 
quired to pay preferred dividends, and if the amount of 
common stock is $10,000,000, the $50,000 remaining equals 
only one half of one per cent on the total common stock. 
There may also be accumulated dividends on the preferred 
stock, making the payment of dividends on the common stock 
even more improbable. Common stock, under these circum- 
stances, will usually sell for a nominal figure, under $5 a 
share. Very little of it can be sold at any price. If, how- 
ever, the $10,000,000 of common stock could be reduced to 
$1,000,000, and the accumulated dividends on the preferred 
stock adjusted, the company would have enough surplus 
earnings to pay five per cent on its common stock, which 
might be expected to sell at from $50 to $60 a share. The 
proposition made to the common stockholders to exchange, 
say, ten shares of the old stock for one share of the new 
stock should be aceptable, since they obtain an income at 
once, and also a free market for their securities. In ease 
the increased earnings of the company eventually make 
possible to pay a high dividend on this reduced capital stock, 
the stock retired may be returned to the stockholders in the 
form of stock dividends, maintaining a dividend rate at a 
reasonable figure, and placing them again in their original 
position so far as concerns the par value of their holdings. 
This method was emplo,yed by the General Electric Company, 
which in 1898 reduced its stock 40 per cent in 1902 return- 
ing the amount to its stockholders in a special dividend. Sev- 
eral corporations which were grossly overcapitalized at the 
outset have reduced their capital stocks to a dividend paying 
basis. The American Malting Company and the Distillers^ 
Securities Company, among others, have made such reduction. 

Eeduction of capital stock to place it upon a dividend 
paying basis can only be accomplished, unless the company 
is to be dissolved and its property taken over by a new cor- 
poration, by unanimous consent of the stockholders. This 
unanimous consent is comparatively easy to obtain when the 
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stock lias only a nominal value^, and where the directors are 
able to point out an immediate gain to the stockholder in 
taking the new securities. When, however^ the stock, even 
though nondividend paying, has a speculative value and a 
free market, due to the prevalence of rumors concerning its 
prospects and earnings, or to reports that a contest for its 
control will be waged, or that it is to be consolidated with 
another corporation, it is then practically impossible to ob- 
tain the consent of the stockholders to reduce the value of 
their holdings sufficiently to enable the immediate payment 
of dividends. 

Take, for example, the Erie. This company has out- 
standing $112,378,900 of common stock. The present com- 
pany is now over twenty-five years old, and the common 
stock has received no dividends. The surplus over fixed 
charges has been barely sufficient to pay four per cent on 
the $63,892,400 of preferred stock, which, however, has re- 
ceived nothing since 1908. The preceding year showed a 
surplus of only $540,110. In order to place the Erie upon 
* dividend-paying basis, even making allowance for the 
expected improvement in its earnings due to the recon- 
struction of its property which has been in progress for 
some years, it would require a reduction of the common 
stock to about one-fifth of its present amount, to enable the 
payment of a moderate dividend within the near future. 
And yet the market price of the Erie is to-day (Aug. 1, 
1920) $25% a share, and even in 1908, when its fortunes 
were at the lowest ebb, and when a receivership was antici- 
pated, the lowest figure reached by the common stock w^as 
$12 a share. To reduce the common stock of the Erie from 
$112,000,000 to $30,000,000, placing it upon a four per 
cent basis, might result in a market price of $40 a share. 
A proposition to reduce this stock to a dividend-paying 
basis would, therefore, be equivalent to asking the stock- 
holders of the Erie to surrender about $20 worth of market 
value with a fair prospect of higher prices in the future, 
in return for four per cent stock which might be sold for 
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$40 a share. If the Erie stock were held by investors, this 
proposition might be acceptable, but since such stocks are 
held either for control or for speculation, it would be im- 
possible to secure unanimous consent to a proposition to 
reduce this amount. 

A reduction of the capital stock of small corporations 
whose securities have no speculative value to a dividend 
basis is feasible and desirable since it stops the accumula- 
tion of interest on the cost of the original stock to its 
holders. With large public corporations,, however, whose 
stock contains an element of speculative value, this method 
is not often available. 

An easier method of favoring the common stock in a re- 
organization is to fund accumulative dividends on pre- 
ferred stock. These dividends are only contingent claims. 
They do not appear on the balance sheet as liabilities. 
There is no valid claim against the corporation, on their ac- 
count, and yet the moral obligation to pay these dividends 
in some form is clear, and is generally recognized. Consid- 
erations of expediency also influence a settlement. Suppos^ 
a case like the following: A company issues $5,000,000 of 
preferred stock and $2,500,000 of common stock. The pre- 
ferred stock carries seven per cent of cumulative dividends, 
and thirty-five per cent of unpaid dividends stand against 
the common stock. The company earns $500,000 a year net 
over charges, sufficient to pay the current dividends on the 
preferred, and leave $150,000 to be applied to the accumu- 
lated dividends. At this rate it will require eleven years to 
pay the accumulated dividends, during which time the com- 
mon stock will receive nothing. A proposition is made to the 
preferred and common stockholders that the company shall 
issne five per cent debenture bonds or five per cent second 
preferred stock in exchange for these back dividends which 
amount, as already stated, to about $1,750,000 on $5,000,000. 
The debentures should sell, on the company's showing of 
surplus earnings, at about 80. The fixed charges of the cor- 
poration would be iner’eased by the issue, $87,500 per year. 
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This proposition would appeal to the two classes of stock- 
holders as follows: The preferred stockholder receives, in- 
stead of a contingent right to $1,750,000 of dividends, that 
amount par value of debenture bonds with a market value 
of $1,400,000. There is little doubt that the preferred stock- 
holder would accept a proposition so favorable. The com- 
mon stockholder is equally advantaged by such a plan. The 
earnings available for the common stock, after adding $87,- 
500 to the fixed charges of the company, are $62,500, or 
two and one half per cent on the par value of the stock, 
on which one per cent can be safely paid. Without any 
reduction of the par value of his security, the common stock- 
holder at once receives an income. Such a case as this is, 
however, seldom encountered. Preferred dividends, when 
cumulative, are usually paid, even at the sacrifice of the 
permanent interest of the corporation. There are few cases 
of accumulation so great as to seriously depreciate the value 
of the common stock, and when this has occurred, as in the 
Eepublic Iron and Steel Company, and the Crucible Steel 
•Company, earnings have usually recovered so as to permit the 
discharge of these back dividends without any scheme of re- 
organization. Wherever preferred dividends are allowed 
to accumulate to unmanageable proportions, however, the 
method above outlined will be found in most cases desir- 
able. 

Stock ma}^ also be reduced by exchanging into bonds with 
the consent of the statutory proportion of the stock. This 
method is applicable to seven and eight per cent preferred 
stocks issued by companies which are later able to place 
junior issues of bonds at fair prices. The most notable in- 
stance of such a conversion is that of the United States Steel 
Corporations bond conversion in 1902. On April 17, 1902, 
the president of the United States Steel Corporation issued 
a circular to the stockholders, which invited their coopera- 
tioh in a plan to raise $50,000,000 of new capital. Half of 
this amount was to repay loans incurred by the constituent 
companies for construction work which was, in part, ren- 
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dered unnecessary by the merger, but which, owing to ad- 
vance commitments, could not be suspended. In addition, 
$25,000,000 was required for improvements, which, it was 
stated, would effect an annual saving of at least $10,000,000. 
The plan proposed to the stockholders for raising this money 
was “^^to rearrange your corporation's capitalization (which, 
in round numbers, now consists of $300,000,000 of bonds, 
$500,000,000 of preferred stock, and $500,000,000 of com- 
mon stock) by substituting for $200,000,000 of the preferred 
stock, $200,000,000 of sinking fund sixty-year five-per-cent 
mortgage gold bonds, and by selling $50,000,000 of addi- 
tional bonds of such issue for cash. As the preferred car- 
ries seven per cent dividends, while the bonds would bear 
but five per cent interest, the $50,000,000 desired could, in 
this way, be added to the corporate resources, and the aggre- 
gate of the annual charges for interest and dividends, in- 
stead of being increased $2,500,000, would be decreased $1,- 
500,000 as compared with the present sum total of these two 
requirements.^^ 

The plan offered to each preferred stockholder the rights 
to subscribe to the new bonds to the extent of one half his 
holdings of preferred stock, forty per cent of each subscrip- 
tion to be payable in preferred stock, and ten per cent in 
cash, or the subscription could be limited to forty per cent, 
in which event no cash payment was required. This transac- 
tion was assailed in the courts, and was delayed for a long 
period by injunctions. It was finally abandoned after $150,- 
000,000 of preferred stock had been converted. Conversion 
of stock into bonds such as this plan provided, can only be 
justified when the company making the conversion is so 
strong in surplus earnings that the issue of the new bonds 
will not jeopardize its solvency. Given this assurance, the 
advantage to the common stockholder is in the reduction of 
the payments which must precede his dividends, from the 
rate on the preferred stock to the rate of interest on the 
bonds issued in exchange. 

We next take up the readjustment of the debt liabilities 
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of the company, dividing these into current liabilities, short 
term notes, and long term bonds. Current liabilities, when 
they exceed the normal amount in a particular industry, 
must be paid, either by the sale of some of the assets, 
or by the sale of bonds or notes. The methods of hand- 
ling short term notes have already been discussed in Chap- 
ter XXIII. 

When these are issued on the security of collateral, if a 
favorable opportunity arises to sell the collateral, provision is 
usually made for its retirement before maturity. "When 
they mature, the* method employed is either to sell the bond 
collateral and so obtain the means of payment, or to extend 
the notes, or to issue a new series of notes, or to take up 
the notes with an issue of stock. In most extension agree- 
ments, inducements are offered, usually in the form of higher 
rates of interest, or better security on the new issue. A 
syndicate may be organized to purchase the securities which 
are to be issued to take up those maturing, and then to offer 
to the holders of the maturing obligations the right to take 
mihe new securities on a favorable basis. The ordinary induce- 
ment is a cash premium. 

The method of carrying through such a transaction is 
shown by the refunding of the $6,000,000 of four and one half 
per cent collateral trust notes issued by the Chicago, Eock 
Island & Pacific Eailway Company in 1906. When these ma- 
tured in April, 1908, the bond market was not in a condition 
to justify the offering of a long term security. The company, 
therefore, notified the note holders that it had arranged with 
Speyer & Company for the extension of these notes for one 
year, with interest at six per cent, subject to redemption at 
the option of the company on sixty days^ notice. It was stated 
that Holders who desire to extend their notes must present 
them, the April 1st coupon, at the ofiSce of Speyer & Company, 
on or before March 23d. A cash pa3rment of $5 on each $1,000 
note extended will be made to the holders availing themselves 
of this offer. Holders who do not desire to extend will receive 
par for their notes on April 1/^ 
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Speyer & Company had arranged with the Railway Com- 
pany to purchase such an amount of the new notes as were 
not taken by the holders. The six per cent notes were of- 
fered at 99.5, yielding 6^ per cent per annum, so it is fair 
to presume that Speyer & Company did not pay over 95 or 
96. yiie more advantageous the extension olfer is made, the 
easier will be the terms that can be arranged with the syndi- 
cate, since every note replaced with a new note lessens the 
financial liability of the bankers. 

A special method of funding floating debt, which has 
been used for the relief of embarrassed companies, is the 
funding or deposit of interest coupons. This may be ac- 
complished by several methods: arrangements may be made 
with a syndicate to purchase the amount of coupons which 
it may be impossible for the corporation to pay, taking the 
corporation's bonds as security, or the bondholders may be 
asked to take stock or bonds in lieu of their coupons, or 
they may be asked to deposit their coupons with some des- 
ignated agent or trustee, foregoing their claim for inter- 
est during the period. The first plan of funding cou- 
pons is illustrated by the following announcement to cer- 
tain bondholders of the Erie by President Underwood on 
June 11, 1908: 

To the Holders of Prior Lien Bonds and General Lien Bonds 
Under the First Consolidated Mortgage: 

The extraordinary business depression, which has 
seriously affected all the railroads throughout the United 
States, has so reduced the net earnings of the Erie Railroad 
that there will be a deficit below the amount necessary to 
meet fixed charges for the current fiscal year ending June 
30, 1908. While it is confidently expected that with any 
return to normal business conditions this deficit will 
promptly be made good, it is necessary for the company 
temporarily to obtain the amount from other sources. 

^^ To this end, among other things, it has been arranged 
that the coupon for interest falling due at any time prior 
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to July 1909^ may be purchased for cash and^ with unim- 
paired lien^ deposited and pledged under the collateral in- 
denture of April 8, 1908^ as additional security for the six 
per cent collateral gold notes issued and to be issued there- 
under, thus making the notes more available to the company 
as a means of obtaining further cash if required^ such notes 
to be accepted at par by the purchasers of the coupons for the 
amounts advanced for such purchase. While such temporary 
relief will probably suffice for the maintenance and opera- 
tion of the property during the current calendar year, it will 
not be sufficient for the completion of the improvements be- 
gun two years ago, but which have not yet reached a condition 
where they are available for producing additional revenue 
for the company. 

It was anticipated that the funds for such improve- 
ments could be provided from the sale of your company’s 
general mortgage bonds, but, principally owing to the injury 
done to your company’s credit by the falling off in earnings 
during the existing business depression, such bonds are not 
^ow salable, except at prohibitive prices. 

^^As these improvements all serve to strengthen the 
security of the prior lien and the general mortgage bonds, 
it is expected that a plan will shortly be prepared for fund- 
ing the coupons maturing on these bonds for a period suf- 
ficiently long to enable the company, out of its current 
funds, to complete the improvements now under way, 
and thus get the benefit of the large expenditures al- 
ready made, but which, as above stated, remain as yet un- 
productive. 

^^You are therefore notified that your coupons, falling 
due July 1, 1908, will be purchased at par for cash by J. P. 
Morgan & Company, upon presentation and surrender 
thereof, on or before June 30, 1908, at their office, No. 23 
Wall Street, New York.” 

The foregoing plan involved the sale to a syndicate of a 
sufficient amount of the collateral trust notes of the company 
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to take up maturing coupons. The coupons so purchased^ 
aggregating $3,160430, were to be pledged under the inden- 
ture of the collateral trust notes, and the bankers accepted 
for their advances an equal face value out of $4,500,000 of 
the $15,000,000 note issue of 1908 which had been reserved. 
When these notes were paid, the liability of the company, on 
account of these coupons^ lapsed. 

This relief to the finances of the Erie was not considered 
sufficient, and a further proposition was made to the bond- 
holders, that they should accept bonds of the company, 
instead of cash, for the coupons. This proposition, as finally 
approved by the Public Service Commission for the Second 
District of New York, was as follows: The company was 
to issue $30,000,000 par value of collateral trust thirty year 
five per cent bonds secured by general mortgage bonds which 
had been authorized but which, as the statement of Presi- 
dent Underwood shows, could not be sold at reasonable prices. 
These bonds wei’e to be exchanged for coupons on the gen- 
eral lien and convertible four per cent bonds up to the 
amount of $11,380,000, on the basis of par value of bonds fo^^ 
the face value of tine coupons. The company, on its part, 
agreed to expend from income every six months, for im- 
provements and additions to the property, an amount 
equal to the interest so funded which, had accrued during 
the six months, this arrangement to continue for the live 
years during which tlie funding of coupons was to go for- 
ward. The advantages of this arrangement to the company 
and to the holders of these Junior mortgage bonds were as 
follows: 

The company was relieved of the necessity of paying 
interest, which at that time was not being earned, and was 
assured of $11,380,000 of new capital within five years on 
which it paid five per cent interest. The refunding scheme 
did not relieve it from the obligation of providing the money 
necessary to pay the interest on these Junior lien bonds, but 
enabled it to apply this money to the improvement of the 
property. To the bondholder the advantages of the reorgani- 
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zation were even more apparent. They were set forth in a 
statement issued on behalf of the company as follows : 

^^We have put into the property in the last few years 
upward of $16,000,000 that has not been capitalized — 
$8,154,381 charged against income and $8,345,829 charged 
to capital account, and not yet represented by any bonds. In 
seeking to capitalize these expenditures, we are asking the 
assistance of our bondholders instead of outside investors, be- 
lieving that we can get such assistance from the bondholders 
on much more favorable terms. As you will notice, the 
coupons are to be exchanged for the new bonds at par, where- 
as on the balance of the issue not consumed by the funding 
of the coupons or the refunding of the three year notes, the 
Public Service Commission fixes a net price to the company 
of 87|. 

^^We have, awaiting completion, on the Erie & Jersey 
Eailroad and the Genesee Eiver Eailroad lines and others, 
important improvements in the shape of cut-off and low-grade 
lines into which we have put millions of money. We are not 
yet in a position to reap the benefit of these improvements 
because it will require several millions to complete them, and 
we do not feel that we can take the amount necessary to 
complete them from operating income. Therefore we are 
undertaking to defer the interest on the general lien and the 
convertible four per cent bonds and to put the equivalent 
amount into the completion of the improvements in question, 
so that at the end of the five years, the road will be in a 
position to take up all its obligations and operate at a 
profit. 

There is hardly any question as to our ability to do this. 
In every year from the reorganization until last year the 
Erie showed a surplus, including coal properties, of from $4,- 
000,000 to $7,000,000 over its fixed charges. Last year, on 
account of the extraordinary conditions, hhere was a deficit, 
but the first six months of the current fiscal year show a 
surplus from operation, and when the revenues from its coal 
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are taken in^ tliere is a surplus of $2^000,000 for tlie six 
iiioiitlis. This is after all the interest has been paid, includ- 
ing that which it is now proposed to defer, so tliat I do not 
think there is an}?' reasonable possibility of our being unable 
to put the required amount into the property out of income 
from year to year.’^ 

If the Erie did not obtain new capital, it must abandon 
improvements on which a large amount of money had already 
been expended and which were as yet unproductive. Un- 
less this work could be carried through, the prospects of 
the company were gloomy. With the new capital, however, 
there was every reason to believe that the Erie could be 
placed on a basis of assured solvency, and that no such des- 
perate remedies as that explained in the announcement of 
President Underwood would in fact be necessary. The bond- 
holders were not asked to forego their interest. They were 
merely invited to invest their interest in tlie five per cent 
bonds of the company, which would be well secured and 
marketable at a price near par. The plan of tlie Erie for the 
funding ofi coupons was unusually favorable to the bondholct 
ers. They were to receive their interest in tlie form of salable 
bonds, but -were assured that the atnount of the interest 
would be invested in the property. It was not found nec- 
essary to put this plan into operation, owing to the im- 
provement in the bond market, which enabled the Erie to 
obtain tlie necessary money by selling its bonds as originally 
contemplated. 

In most cases, the bondholders do not receive so much 
consideration, the alternative being presented to them of 
either depositing their coupons and foregoing, for a time, 
their claim to interest, or taking the chances of bankruptcy. 
In return for the deposited coupons, the company may issue 
negotiable receipts. The msual method, however, is a simple 
postponing of interest without equivalent. The first method 
is illustrated by the plan for funding the coupons due from 
August 1, 1908, to February 1, 1912, on the first mortgage 
bonds of the Hudson Eiver Electric I?ower Company. This 
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contemplates the issue of $4,000,000 collateral coupon notes 
in exchange for the coupons dollar for dollar: "^^In case of 
default for thirty days in payment of interest, then so much 
of the principal of the notes as is represented by deposited 
coupons whose dates of maturity shall have been reached, 
shall, at the election of the trustee, upon the request of the 
holders of sixty per cent of the outstanding notes, become 
immediately due and payable. And in case of thirty days 
default in the payment of any portion of the principal of 
the notes, the trustee shall, upon demand, restore to the re- 
spective holders the coupons uncanceled/’ The deposit of 
coupons without a return from the company is illustrated by 
the action of the bondholders of the Deschutes (Oregon) 
Irrigation Company who unanimously agreed on February 
10, 1908, to surrender to a committee of the bondholders 
the coupon due March 1, 1908, and also, if the committee 
so requested, the coupon due September 1, 1908. The com- 
pany was expected eventually to pay these coupons with inter- 
est at six per cent, but in the failure to do so, or in the 
qyent of a receivership, the bonds themselves were to be de- 
posited with the committee. Here is a postponement of 
interest for the benefit of a temporarily embarrassed cor- 
poration. Action such as the foregoing is prudent. The 
bondholders do not care to take over the property with the 
responsibilities of its management. The expenses of receiver- 
ship and reorganization might subject them to hea'v^ losses. 
When they can be readily reached, and the proposition 
clearly presented to them, it should not be difficult to per- 
suade bondholders to defer their demands for interest, in 
order that the company may bridge over a temporary em- 
barrassment. 

Taking up now the readjustment of long term bonds, we 
have, first, the conversion of bonds into stock; this has been 
already fully discussed under the head of convertible bonds. 
In Chapter XXIY it was shown that the advantage to the 
company in using convertible bonds which were eventually 
exchanged for stock was, in effect, the sale of stock at a 
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higher price than could have been obtained for the stock in 
the market and also^ upon conversion, a reduction of its fixed 
charges and a resulting improvement of its credit. The ad- 
vantage to the stockholder is an opportunity for a speculative 
profit, or to exchange his four or five per cent security, for 
a stock whose dividends may rise to such an amount as to show 
him a large yield on his investment. 

The usual adjustment necessary in long term bonds is 
the conversion of one issue into another. We have already 
discussed at some length (in Chapter VII) the general in- 
expediency of providing for the payment in cash of bonds 
at maturity. Such provision can only be made by the ac- 
cumulation of a fund in interest-bearing securities, or to pay 
off the debt, during its life, by installments, out of the in- 
come. Since a growing corporation is continually in need 
of money for improvements, and since the return on such 
expenditures is usually far greater than the return on any 
securities which could be purchased for the sinking fund, 
it is for the interest of the company, instead of accumulat- 
ing a sinking fund in bonds, to spend tlie equivalent of the 
sinking fund on its property. Such a policy, however, makes 
no special provision for the repayment of bonds at maturity. 
Its object is to make the corporation so strong in assets and 
earnings that when its bonds mature, there will be no dif- 
ficulty in placing a new issue which can either be exchanged 
directly for the maturing bonds, or can be sold for cash for 
an amount sufficient to pay off those bonds whose holders 
wish to change their investment. 

An additional reason for refunding bonds, instead .of 
accumulating a sinking fund to pay them, is found in the 
fact that new enterprises usually pay high rates of interest, 
owing to the limited demand for such unseasoned secur- 
ities. If the corporation succeeds, its credit will im- 
prove to the point of placing bonds at much lower rates. 
When bonds mature, a considerable saving can therefore 
be made by taking them up with other bonds bearing low 
rates* , 
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Refunding of bonds may take place either before the 
bonds mature, or at maturity. If bonds are issued subject 
to call at a fixed price, no difficulty is presented in retiring 
them. If, for example, a corporation issues $1^000,000 of 
six per cent bonds at 90, callable at 105 after three years, 
and if its credit improves to the point of selling a five per 
cent bond at 95, it is profitable for the company to call the 
six per cent bonds, replacing them with an issue of 5s- The 
economy of the transaction can be represented as follows: 

Amount of five per cent bonds at ninety-five re- 
quired to produce $1,050,000 $1,105,262 

Interest at five per cent on these bonds ; . 55,263 

Interest on the six per cent bonds which are retired, 60,000 
Annual saving 4,737 

Conversion before maturity is sometimes made in order 
to provide for new financing with first mortgage bonds with- 
out the provision in the mortgage that these bonds can be 
issued for securities purchased. The opportunity may arise 
for acquiring control of desired properties, by exchanging 
bonds which carry stock control with them. The bonds out- 
standing under the first mortgage, however, present an ob- 
stacle to this transaction. In such a case, the bonds could 
be called and replaced with a new issue secured by a mortgage 
containing the desired provision. When such a conversion 
is contemplated, the cost can be greatly reduced if a large 
amount of the bonds, whose holders are not entitled to infor- 
mation concerning the intention of the buyers, can be pur- 
chased at the regular market price. The five per cent bonds, 
for example, which might be callable at 105 would not sell 
for more than 95. In anticipation of the conversion, ar- 
rangements could be made with the house which placed the 
bonds to accumulate as many as possible, in the interest of 
the corporation, at the market price. In this way, the pre- 
mium need only be paid on those bonds which it is impossible 
to secure. 

When bonds are not callable before maturity, and if they 
cannot be purchased at reasonable prices in the interest of 
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the company, certain inducements must be offered to the 
holder. These may take the form either of better security 
on the new bonds, or a higher market value in the new bonds 
than those which are retired, or a bonus of cash or stock. 
An illustration of the method of accomplishing such a refund- 
ing is furnished by the readjustment of the bonded debt of 
the St. Louis & San Francisco in 1901. It was proposed to 
take up thirteen underlying issues secured, for the most 
part, by first mortgages on certain portions of the company’s 
property, by issuing a refunding fifty-year mortgage bond, 
of which $62,500,000 were reserved for refunding purposes. 
By unifying the indebtedness of the sytem, the company not 
only reduced interest charges, but was also enabled to finance 
additions by selling bonds having an established market 
value. A syndicate was formed under the management of 
J. & W. Seligman, which agreed to purchase for refunding 
purposes $30,000,000 face value of the refunding mortgage 
bonds. The syndicate then made the following offer to the 
holders of the underlying bonds: 

‘'To Holders of the Following Underlying Bonds: 

As S,yndicate Managers of a syndicate formed under an 
agreement dated April 4, 1901, we have arranged with the 
St. Louis & San Francisco Eailroad Company to purchase, 
for refunding purposes, $30,000,000, face value of its pro- 
posed Eefunding Mortgage Gold Bonds, to bear interest at 
the rate of four per cent per annum, and hereby offer to 
exchange such refimding bonds (to the extent to which they 
may be so issued and acquired by the syndicate), for under- 
lying bonds of the railroad company’s system, on the foL 
lowing basis : 
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ffoE Each $1,000 Face Value op 
THE Following Outstanding 
Bonds 

In Refund- 
ing Bonds, 
Face 
Value 

Cash 

i .Market 
Price 
{Added) 

1. 6% Second Mortgage A, 
B and C Bonds 

$1,166.66 

1131 andint. 

Range on 
June S, 1901 

112-114J 

2. 6% Missouri & Western 
Division First Mort- 
gage Bonds 

1,282.05 

125 

3.6% Trust Beads of 1880 . . 

1,282.05 

125 '' “ 


4. 6% General Mortgage 

Bonds 

1,369.23 

133J 

134-135i 

5. 5% General Mortgage 

Bonds 

1,194.87 

1161 

118-1184 

6. 5% Trust Bonds of 1887. . 

1,179.49 

115 

1021-112 

- 

7. 6% St. Louis, Wichita & 

Western First Mort- 
gage Redeemable 
Bonds 

8. 6% Fort Smith & Van 

Buren Bridge First 
Mortgage bonds (re- 
deemable) 

9. 5% Southwestern Division 

Bonds (redeemable). 
10. 4% Central Division 

Bonds (redeemable) . . . 
fl. 4% Kansas City Division 
Bonds (redeemable) . . . 
12. 3% Kansas City Division 
Bonds (redeemable) . . . 

1,179.49 

1,128.20 

1,025.64 

1,051.28 

1,000.00 

. 876.93 

115 

110 

100 

1021 “ 

97J “ « 

85J “ 

13. 4% Northwestern Divi- 

sion Bonds (redeem- 
able) 

14. 4% Red River Division 

Bonds.... 

15. 4% Consolidated Bonds . . 

1,051.28 

1 974.35 

1,025.64 

102i “ “ 

95 “ “ 

100 “ “ 

j 


At the time of deposit, holders of nnderlying bonds will 
receive payment in cash of the nnmatxired interest acenied 
and accruing upon their deposited bonds to July 1, 1901, 
from which date the refunding bonds are to bear interest.” 

A comparison of these two tables with the third, giving 
the current market quotation of the more important of these 
underlying bonds, shows the advantage to the holders of ac- 
cepting the syndicate’s offer. The price offered was, in every 

' 27" 
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case, liigher than the current market quotation. Further- 
more, the bondholders received in exchange for bonds in- 
cluded in various small issues, the bonds of a large issue which 
they could readily market, and which would be accepted by 
banks as collateral security to a high percentage of their par 
value. These bonds were ofiered on an exchange basis, at 
prices which were, on the whole, more favorable than could 
have been secured in the market. The offer in cash was 
slightly below the offer in bonds, and the only question which 
could arise in the minds of the holders concerning the ac- 
ceptance of the bond offered, was whether the new four per 
cent bond would sell at par. At the time, there was every 
indication that the .new bonds would sell at a high price. 
For the nine months ending March 31, 1901, the St. Louis 
& San Francisco had shown surplus earnings over jSxed 
charges of $1,451,817, and it was estimated that, for the 
year, these surplus earnings would be $1,725,000. The direct 
saving in interest by the' refunding, in case all the bonds were 
got in, was $70,000. In addition, it was expected that earn- 
ings would be largely increased as a result of capital ex- 
penditures then in progress. The sequel proved, however, 
ijj that of the holders of the underlying bonds, tliose who ac- 

i! ' cepted the cash offer chose the better part. The general 

four per cent bonds have sold below par ever wsince that date. 
The offer by the syndicate of these favorable terms was 
intended to reduce the amount of cash required. If all 
the bonds could be called in and exchanged, the syndicate 
could pay for the $30,000,000 of refunding bonds with the 
old bonds, advancing only a small amount of money, and 
retaining the surplus amount of bonds for sale. 

When bonds are called at maturity, they may be taken 
up with stock or with new bonds or with notes, or the old 
bonds may be extended. The methods of accomplishing these 
various forms of refunding have already been considered in 
connection with the handling of maturing note issues and 
require no extended discussion here. The usual method is to 
employ the bonds of an issue previously authorized for tha 
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purpose of refunding. Careful provision is made in the 
mortgage for satisfying the claims of all maturing bonds^^ 
and for releasing the property from the underfying mortgages 
in order that it may come directly under the security of the 
general mortgage. T^dien the bond market is unfavorable, 
notes may be emploj^ed to fund maturing bonds, or the bonds 
may be extended. In the latter case, extra inducements must 
be offered to the holders of maturing bonds to induce them 
to defer their claims. 
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CHAPTEE XXXI 
EECEIVERSHIPS 

IiT our study of tlie corporate mortgage we have seen how 
large and sweeping are the poAvers of the trustee in refer- 
ence to the disposition of the corporate property in the 
event of bankruptcy. The trustee has tlie authority to enter 
upon the property of the corp)oration and to operate it, col- 
lecting the receipts. Out of the receipts he is to pay its 
debts. He may also proceed against the company, and se- 
cure a sale of the property under the mortgage, applying the 
proceeds to the liquidation of its indebtedness. The theory 
of the mortgage, therefore, is that tlie property of a cor- 
poration which fails to pay its debts is to bo seized by the 
trustee and sold, the proceeds being applied in satisfaction 
of its obligations. The powers of the trustee of a corporate 
mortgage have been taken over from the language of real 
estate mortgages. It is the custom, in case of default of in- 
terest or principal on debts secured by real estate mortgage, 
for the creditor to realize on the property of the bankrupt 
by having it forthwith sold under the authority of the court, 
compelling the owner to either bid enough at the sale to pay 
off the indebtedness or to forfeit possession of it. It is also 
customary in the settlement of tlie aifairs of mercantile 
houses which become insolvent that the creditors should 
seize their stocks of merchandise and forthwith have them 
sold by the court for their benefit. While similar remedies 
are apparently preserved to the creditor of a corporation in 
the terms of the mortgage by which liis bonds are secured, 
m 
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the theory of the corporation mortgage cannot^ in many 
caseSj be carried out. 

Most business corporations are organized in the field of 
mannfactnring^ mining, or transportation. They conduct 
their business with properties, which, unlike real estate or 
merchandise, are highly specialized to some particular use, 
and can be used for no other purpose. Take, for example, 
the property of a railroad. It consists of terminals, on which 
stand ■ certain buildings which can be used for nothing else 
than the purposes of the railroad, of certain real estate in 
the form of strips of land 100 feet wide and thousands of 
miles in length, between which runs the track, consisting of 
rails, spikes, fish plates and ties, and laid in ballast. Over 
this track runs the railroad equipment consisting of cars and 
locomotives. We have here a different kind of property from 
a store building or a farm. The property of the railroad can 
be used for no other purpose than the transportation of 
passengers and commodities. If sold, it must be sold to an- 
other railroad company. i 

-• Furthermore, a railroad property is a unit. To the suc- 
cessful operation of a railroad, all the items above enumerated 
are essential. A railroad must have main lines and it must 
have branch lines. In many cases it must control coal min- 
ing companies which furnish it traffic. It must own large 
amounts of real estate at its terminal points, and must have 
the necessary number of cars and locomotives, a stock of ma- 
terials and a cash balance. All of this property is neces- 
sary to the operation of the road. No part of it can be sep- 
arated from the others and sold without destroying a large 
part of its value. Furthermore, a railroad company may 
have valuable charter and franchise privileges, without which 
its operations could not be conducted. It has built up over 
a number of years a wide-spreading business organization 
by means of which it obtains traffic. The value of this prop- 
erty depends on the income which can be obtained from its 
use. If we look on the value of the company’s property as 
the capitalization of the net earnings accruing from the 
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operation of that property, we ninst admit that, to tlie earn- 
ing of these profits, not merely a physical property but fran- 
chises and business oi'ganization are indisiDensable. 

It follows, therefore, that if the creditors of the company 
should enforce the liens of their mortgages, and should take 
the property away from tlie company, especially in those 
cases where the different mortgages cover different portions 
of the propert}^, in which event tlie eiiforeeinent of their 
liens will break the property to pieces, a large part of the 
value of tills property will be immediately destroyed. In 
this value of the property, based upon its earning power, 
consists the security of creditors and the equity of stock- 
holders. If, however, the creditors’ claims are allowed to 
take their natural course of suit, judgment, attachment, and 
execution, the property of the company will be broken up, 
its working capital seized, the equipment hauled off its lines, 
its terminals taken from it, its organization destroyed, the 
franchises are perhaps lost and its earning power reduced to 
nothing. The effect is generally to make it impossible for 
the stockholders to recover any value from the wreckage, and 
to seriously jeopardize tlie security of even underlying mort- 
gage bonds supposed to be fully protected by surplus earn- 
ings.^ 

Wlien a corporation approaches bankruptc}^, it usually 
occurs that different portions of its property have been 
pledged as security for various issues of ])onds. If tlie com- 
pany is operating a railroad, for example, there are several 
first mortgages covering the diffeixmt divisions of the main 
line of the railroad. Then over these is proliably spread the 
lien of a general or blanket mortgage. Tributary to tlie 
main line of the railroad are a number of branch lines, and 
each one of these may carry mortgages to secure issues of 
bonds. These bonds have probably been delivered to the 
parent company in repayment of advances to tlie subsidiary 
company. The parent company may have pledged the bonds 
as security for an issue of collateral trust bonds. The equip- 
ment of the company may be covered by the lien of a ear 
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trust lease. Tlie company perhaps operates coal-mining com- 
panies which have bonds outstanding against them. The 
terminal properties may also be pledged as security for sep- 
arate mortgages. In addition to all these complexities of 
obligations^ there may be unsecured debentures outstandings 
issues of short-time notes and bank loans,, money due em- 
ployes and to concerns which have furnished supplies and 
materials to the railroad. Suppose^ now^ each one of these 
creditors should undertake to enforce his claim against the 
company, which he has the undoubted r%ht to do. Is it not 
evident that the property would be completely disintegrated 
in the contest of creditors? Each set of creditors would 
make off with a piece of the corpus, and the value of the 
property, after it had been torn to pieces by the creditors, 
would have little relation to its value as a going concern. 
The organization of the business would be broken up, its 
markets destroyed, its good will extinguished. 

It is manifestly the concern of all parties that the credi- 
tors should be prevented from exercising their rights under 
their various mortgages and liens, and that the property of 
the company should be placed beyond their reach so that the 
continuity of its operations may be undisturbed, and its 
earnings may continue to accrue until such settlement of 
its affairs can be made as will preserve the value of the 
property. The unsecured creditors, if they obtain Judgment 
and levy execution, can usually find some property to at- 
tach, some cash or materials which have not been pledged 
as security for any loan, but if they laid their hands upon 
the working capital of the company, they may compel it to 
cease operations, thereby reducing their chances of recov- 
ering anything more than what they have seized to zero. As 
for the secured creditors, if they sit passive and allow 
the merchandise and bank creditors to prey upon the com- 
pany, they may find their own security rapidly disappear- 
ing. But if they enforce their rights, then neither stock- 
holders nor unsecured creditors are likely to receive any- 
thing. • 
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A typical situation resulting in an application for a re- 
ceivership is described in a letter of President Bush^, of the 
Western Maryland Eailroad Company to the directors of 
that company in March, 1908, in which he sets forth the 
reasons leading to the receivership: 

The gross revenues of the railway for tlie six months 
ended December 31, 1907, increased $540,725, or 20.332 per 
cent, and the net revenues increased $350,176, or 30.224 per 
cent over those of the corresponding period of the last fiscal 
year, with a resulting surplus over all fixed charges, includ- 
ing the abnormally high cost of temporary loans and re- 
newals. 

The company is not confronted with any failure of its 
revenues to cover its full fixed charges, and its business has 
maintained a steady growth with unmistakable assurance of 
continued development. It has, however, maturing obliga- 
tions, arising out of its temporary provisions for capital ex- 
penditures, and it must at an early date encounter thg, 
problem presented by the commodity clause of the Federal 
rate law. 

•^‘'As you are aware, this company has outstanding loans 
maturing April 1, 1908, to the amount of $3,776,750, se- 
cured by pledge of $5,037,000 of its first mortgage bonds. 
The market price of these bonds — originally in considerable 
excess over the loans, has, notwithstanding substantial in- 
crease in gross and net revenues, shrunk to a level below the 
face of the loans. 

"^^It has now become apparent that the company will be 
unable to meet these loans or to provide additional collateral 
to secure their extension. In this situation, the company 
itself will, of course, be unable to borrow the money neces- 
sary to meet mortgage interest falling due on the first of 
April 'next.” 

It may be possible, in rare instances, to secure the coop- 
eration of all creditors -ii deferring the enforcement of their 
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claims, and to give the company an opportunity to recover 
itself without the expense of a receivership. When there 
are only bondholders to consider, in case the holders of the 
number of bonds without which the trustee cannot be forced 
to act, can cooperate with the trustee in protecting the com- 
pany, the necessar}' relief can be afforded without a receiver- 
ship. Sometimes bondholders’ committees will advance 
funds to meet pressing claims. As a general rule, however, 
creditors cannot be brought together, and the property must 
be protected against their assaults. 

The property can be placed beyond the reach of the cred- 
itors by invoking the aid of a court of equity, the direct rep- 
resentative of the sovereign power of the state which cre- 
ated the corporation, ‘One of whose recognized duties is to 
take charge of the estates of bankrupt individuals, firms, or 
corporations, and to preserve this property until the creditors 
can make a settlement with the bankrupt, or until a sale can 
be made of the property on more favorable terms than can 
be obtained by the creditors acting each for himself. The 
^ourt takes charge of the estate of a bankrupt corporation 
through its agent, who is known as a receiver. The receiver 
is an oflScer of the court to whose charge is intrusted the 
estate of the bankrupt corporation. The judge, in placing 
the property of the company in the hands of a receiver, takes 
it away from the corporation, puts it out of reach of the 
creditors, and places it in a position to be secured, both from 
the mismanagement of officers and directors and the attacks 
of its creditors. 

The reason for the appointment of a receiver has al- 
ready been indicated, namely, to conserve the value of the 
company’s property. He is often appointed at the instance 
of the directors who see long before any creditor the impend- 
ing insolvency of the company, and who, at the first threat 
of disaster, fly to the shelter of a court of equity. The situ- 
ation is something as follows: A federal judge is approached 
by directors of some corporation which is in difficulty, either 
in his court room or privately. Accompanying the directors 
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is a creditor of the company. The attorney of the company 
informs the judge, to whom in most cases he is well and fa- 
vorably known, that his client, the A. B. Corporation, is in- 
solvent and he produces a creditor as evidence of the fact. 

The creditor states that the company owes him certain money, ® 
and the officials of tlie compaiiy are there present to confirm 
that the debt is due, and that the company is unable to pay 
it. In the interest of all parties concerned, therefore, the 
court is asked to appoint a receiver to take charge of the 
property until a settlement of its affairs can be obtained. 

The plea is forcibly made that unless the court intervenes, 
by appointing a receiver, the creditors of the company will 
seize upon its property and will render it unable to perforin 
its functions. It may be represented that the embarrass- 
ment of the company is due to special and exceptional causes, 
and that, if the court takes its property under its protection, 
a few months will suffice to extricate the company from its 
difficulties. This procedure is known as making out a prima 
facie case for the appointment of a receiver. 

If the judge suspects no fraud in the matter, he fortliwitli 
appoints a receiver, first temporarily, uniil the otlier parties 
in interest can have an opportiiuity to be lu^ard, and after- 
wards, unless good reason appears for discharging the re- 
ceiver, tlie receiverslup is made permanent. While most bank- 
rupt companies do not present such a com})lox situation as 
we have supposed, there are usually at least three conflicting 
interests to be considered: secured creditors, unsecured credi- 
tors, and stockholders. The stockholders, it is true, have no 
claim against the company for money loaned, but they have 
an interest in the company which will be sacrificed, if its prop- 
erty is torn from it. It may happen, for example, that the 
embarrassment has been caused by the maturing of a note 
issue which, owing to the condition of the bond market, can- 
not be funded at that time. Otherwise, the company may be 
abundantly able to meet its obligations. The stockholders 
have here an interest which deserves recognition and pro- 
tection. 
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The receiver whom the judge appoints is usually an offi- 
cial of the bankrupt corporation, often its chief counsel. 
The reason for making such an appointment is that the 
judge, not being familiar with the operation of a railroad or 
manufacturing concern, wishes to install one conversant with 
the business and who can carry it on successfully. If he 
appointed a stranger to the property, it might suffer injury. 
Y hen a receiver is shown unfit to hold this position, or if it 
can be made to appear to the court that with a particular 
receiver in control of the property, bankers will not come to 
its assistance, the receiver may be removed. When large pub- 
lic companies apply for the appointment of a receiver, the 
court is usually careful that the appointment is acceptable 
to all interests concerned. President Bush, of the Western 
Maryland Eailroad Company, for example,. was appointed re- 
ceiver of the property of that company. On the other hand, 
in 1893, President McLeod, of the Philadelphia & Eeading 
Eailroad Company, who was at first appointed receiver, was 
later forced to resign, owing to the opposition of banking in- 
terests who held him responsible for the failure of the com- 
pany. 

Immediately following his appointment, the receiver as- 
sumes possession of the property of the company under the 
authority of an order of the appointing court, which usually 
authorizes the receiver: 

(1) To take possession of the property of the corpora- 
tion; to keep this property in good condition and repair, and 
to operate the property just as the corporation operated it; 

(2) to receive the inconie from the property and to ap- 
ply this income under the direction of the court to the pay- 
ment of operating expenses and fixed charges; 

(3) to collect all debts due the company, and to defend 
all suits to which it may be defendant. 

In the performance of these functions, the receiver may 
employ such counsel or agents as he may deem necessary. 
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He must ascertain as accurately as possible the status of 
the corporation, and make a report to the court. He must 
also make further reports from time to time, and must oh- 
tain express authority for any extraordinary action, such as 
the discontinuance of interest on bonds or the sale of cer- 
tain property. 

In carrying out his duties, it is necessary for the re- 
ceiver to provide money. When he takes charge, he usually 
finds a large amount of wages and audited vouchers due and 
unpaid. The property of the company has usually been 
allowed to deteriorate, no money being spent out while the^ 
directors were endeavoring to tide over their period of trial. 
He also finds various issues of bonds whose holders set up a. 
claim to the earnings accruing from tiie operation of the 
business. There are also claimants under the lease of prop- 
erty which it is necessary for the company to retain. Tliia 
situation requires that the receiver should provide a large- 
ainoimt of money at once to liquidate tlie more pressing claims 
against the company. He must then take up the question of 
dealing with the various creditors who may in the iiieantin^^' 
have brought suit, usually in the court which baa taken charge 
of the property, to establisli their various claims. In carrying 
out tliese duties, the receiver nuist raise a considerable amount, 
of money. He has three sources to rely upon. First, such 
part of the income of the company as is not required to pay 
operating expenses, interest, and rentals ; second, the interest- 
and rentals themselves ; and third, the use of a form of obliga- 
tion known as the receiver’s certificate. 

The receivership may have been caused by the inability of 
the company to fund or extend an issue of short-time notes. 
Aside from this, the company may be solvent, able to pay all 
interest claims. If the property is earning more than enough 
to pay the fixed charges of the company from which it ‘has- 
been taken by the court, and in case the receiver elects to- 
pay those fixed charges, he can use the surplus income in his- 
hands to defray any proper expenses of the company. In 
but few cases, however, is this surplus income sufficient for 
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the receiver’s needs. He must obtain additional funds. 
These he gets, in the first instance, by reducing the fixed 
charges of the company, by simply declining to pay certain 
amounts of interest and rentals. The creditors are power- 
less. The property which secures their obligations is in the 
receiver’s hands, they can obtain their interest only by an 
order of the court. If, in the opinion of the receiver, whom 
the judge usually supports, the needs of the property re- 
quire such action, he need pay no interest, and may apply 
all of the money which would otherwise go to the creditors, 
to pay the pressing obligations of the company. As a rule, 
however, when interest has been earned, it is paid by the 
receiver. 

The owners of leased property need not submit, unless 
they desire, to the forfeiture of the rentals. The receiver 
has no title to their property ; his possession of it depends 
upon his carrying out the covenants of the lease under which 
the corporation secured it. The lessor company, in case he 
fails to pay their rental, may, at any time, resume possession 
of the leased property, and may sue as general creditors for 
any unpaid balance on the rental or for any other damage 
irhich they may have sustained. When leases are profitable 
to the lessee, there is no danger that the receiver will run any 
risk of losing control of the property. With unprofitable 
leases, however, this method of refusing to pay rentals which 
have not been earned has been largely employed. Stock- 
holders in the lessor company, in such a case, are deterred 
'from acting in defense of their rights by the practical impos- 
sibility of making an advantageous arrangement for the dis- 
position of their property elsewhere. In few instances, how- 
ever, does the receiver carry his powers to this extreme. He 
is usually satisfied to pay interest and rentals where interest 
and rentals have been earned, and to refuse to pay only in 
those cases where the property has not produced a suflScient 
revenue to meet the specific charges upon it. 

The disbursement of the revenues coming into the re- 
ceiver’s hands is made under the supervision of the court 


414 


COBPOKATION EINANCE 



appointing him. An illustration of the method usually fol- 
lowed is furnished by the follo\?ing quotation from an order 
issued by Judge Laeombe, making permanent the receiver- 
ship of the New York City Railway: 

In the matter of improvements the receivers are for- 
tunately relieved, at least in part, from the burden of de- 
vising improvements in the system by the existence of the 
Public Service Commission. 

The receipts from car service will be devoted first to 
maintenance, including all necessary repairs and replace- 
ments. Next in order are certain fixed charges in the na- 
ture of rentals and interest falling due on various mortgage 
bonds of such roads, which by the terms of the leases, the 
New York City Railway Company has covenanted to pay. 
It would seem to be to the public interest, because of facility 
of transfer, that the roads which were being run by the City 
Railway when receivers were appointed, should be operated 
as a unit. Por the present, therefore, the receivers will con- 
tinue to pay such rentals and mortgage interest. 

This will not include the rental in the Yhird Avenue 
Railroad ■which will fall due the last of tliis month. A 
clause in the lease of tliat road provides that default in the 
pajnnent of any installment of that rental cannot be availed 
of for six montlis. Long before that time sufficient informa- 
tion can be gathered (and made public) by the receivers to 
give such enlightenment as to the whole situation as ^vill en- 
able the court to deal understandingly will all questions as 
to payment of all these items of rent and mortgage interest. 

Before default is made in any case (except the one 
above referred to and the rental due October 15 to the Met- 
ropolitan Street Railway) petition will be filed setting forth 
all the facts bearing on the question and asking instructions, 
and a day will be fixed on which not only the parties to the 
suit, but all in any way interested (including the Public 
Service Commission) will be heard as to the iiiost equitable 
and wisest course to pursue. 

Until further order, the receivers will also, if the other 
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parties to such arrangements consent, carry out the arrange- 
ments by which the iSTew York Cit}^ Railway Company op- 
erates certain railroads not under lease, such as the Dry Dock 
East Broadway & Battery Railroad and the Union Railway/^ 

To obtain the money required, the receiver usually re- 
sorts to the use of receiver’s certificates. A receiver’s certih- 
eate is, in effect, a short-term note secured by a first mort- 
gage upon all the property in the receiver’s hands. It is 
true that when the property was in the possession of the 
company the title to the property may have been vested in 
trust for the payment of bonds with a trustee. By the ap- 
pointment of a receiver, however, the court takes into its 
own possession the title to the property, and, like any other 
owner, can pledge any of its possessions as security for a 
loan. These certificates may be either without date, or they 
may run for a definite period. An illustration of the first 
kind of receiver’s certificate is the following, issued in 1880 
by the receivers of the Philadelphia & Reading Railroad 
Company : 

Receivers’ Office, Philadelphia & Reading Railroad 

Company. 

Philadelphia, May 24, 1880. 

This is to certify that there is due to or order 

from Edwin M. Lewis, Franklin B. Gowen and 
Stephen A. Caldwell, receivers of the Philadelphia 
& Reading Railroad Company (and not individually) 
one thousand dollars, on account of money borrowed by 
said receivers, under order of court, for payment of 
wages and interest upon certain mortgage indebted- 
ness of said company. 

This certificate is transferable by indorsement, and 
redeemable after ten days’ notice by advertisement in 
one or more daily papers of the City of Philadelphia, 
of the readiness of the receivers to make payment 
at the expiration of which notice interest thereon shall 
cease. Receivers, 

(Signed) W. McKenna, 

Circuit Judge. 
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The later form of certificate is illustrated by those is- 
sued in 1910 by the receivers of the Illinois Tunnel Com- 
pany: 

This is to certify that for value received Charles 
G. Dawes and David K. Forgan, as receivers of the 
Illinois Tunnel Company, and not individually, are in- 
debted to the bearer hereof in the sum of one thous- 
and dollars ($1,000), payable at the National City 
Bank of New York, in the City of New York, or, at 
the option of the holder hereof, at the Continental 
National Bank, in the City of Chicago, two years from 
the date hereof, in gold coin of the United States of 
America of the present standard of weight and fine- 
ness, with interest thereon at the rate of six per 
cent (6%) per annum, payable semiannually, in 
like gold coin, on the first days of October and April, 
upon presentation and surrender, at one of the places 
therein specified, of the coupons for said interest as 
they severally mature. 

This certificate is part of an issue of certificates of 
like tenor and date not exceeding in the aggregate the 
principal sum of three million five hundred thou- 
sand dollars ($3,500,000) at any one time outstanding, ^ 
authorized by an order of the Circuit Court of the 
United States for the Northern District of Illinois, 
Eastern Division, dated the 16th day of March, 1910, 
and on said day filed in the office of the cderk of said 
court, entitled in two certain actions ponding in said 
court and consolidated under the title of Tlie Cor- 
poration Trust Company against Illinois Tunnel Com- 
pany and Central Trnst Company of Illinois, as Trus- 
tee, against the Illinois Tunnel Company, and others. 

This certificate is issued pursuant to and is entitled 
to the benefits and security specified in the foregoing 
order, subject to all the terms and provisions whereof 
this certificate is issued and held. Among other 
things it is provided in said order that : 

^‘^Said certificates of indebtedness to the amount of 
the principal and interest thereof shall constitute a 
lien upon all the property of every nature and descrip- 
tion of the defendant Illinois Tunnel Company, and 
upon the telephone system which may be constructed 
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by tbe said receivers, and upon all equipment and 
other property that may be acquired or provided by 
means of the said certificates or the proceeds thereof, 
and upon all net earnings and income which may here- 
after result from the operation of the property in 
charge of the said receivers, which lien shall be prior 
to the lien of the judgment received in this court 
by the Corporation Trust Company against the Illinois 
Tunnel Company on December 1, 1909, for $1,129,- 
428.64 and prior to the lien of the First Mortgage or 
Deed of Trust, dated December 1, 1903, made by the 
Illinois Tunnel Company to the Equitable Trust Com- 
pany, Chicago as Trustee (under which indenture the 
Central Trust Company of Illinois is now the duly 
constituted and acting successor Trustee), and prior 
to the rights of the holders of any and all bonds is- 
sued under the said First Mortgage or Deed of Trust.” 

These obligations are managed like short-term notes. 
They may be issued to consolidate other issues of the same 
kind; they may be called at any time; or they may be ex- 
tended at maturity. 

Money is provided by receivers’ certificates for various 
purposes. These obligations are usually issued in small 
amounts^ soon after the receiver takes charge, to pay pressing 
claims, e. g., for wages and supplies. Larger issues may pro- 
vide for repairs which are necessary to the operation of the 
property. As a rule^ a receiver will go no further than this 
in asking authority to issue receivers’ certificates. Bond- 
holders can have no objection to the provision of money for 
the purposes indicated. It is true that the lien of the cer- 
tificates precedes that of the first mortgage, but if the re- 
ceiver did not provide the money, the property could not be 
operated economically and its value would dwindle to the 
injury of its creditors. Eeceiver Frederick W. Whitridge, 
who took possession of the Third Avenue Eailroad on Janu- 
ary 12, 1908, on May 9th, reported to the Chairman of the 
Bondholders’ Committee, shovring the situation arising out 
di tile previous neglect of the property with which, the re- 
. 2B 
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ceiver must promptly deal^ if lie is to maintain and increase 
its earnings. This portion of his report is^, in part;, as fol- 
lows : 

'''' Physical Condition , — The general conditions of the 
Third Avenue Eailroad were very bad; tliere were no offiees^ 
no supplies;, or material on hand; the shops had been ne- 
glected ; the track was and is in very bad sliape ; the cars in 
need of extensive repairs. The power house alone was in 
good condition. 

The supplies and material immediately necessary, most 
of which has been received, amounted to $50,000. Sprink- 
ling apparatus in all of the barns and the cost of the various 
other fire apparatus essential to secure new insurance, the 
old policies, after the repeated fires in the hTew York City' 
Eailway barns, having been nearly canceled, amounted to 
$135,000; I hope presently that the property upon the sys- 
tem will meet the requirements of the most exigent under- 
writers. 

Car Repairs , — Of the 567 cars delivered to me by the 
New York City Eailway Company receivers, there was not 
one on which some work was not immediately necessary. I 
ordered a sufficient number of new motors and controllers 
(50) to fully equip every car in the system. I estimate the 
total cost of putting all the cars in order, including the new 
motors and other electrical equipment, to be approximately 
$300,000. 

Repair to Trade , — In many places on the main line of 
the Third Avenue track the contact rail is completely worn 
away, the slot rail very thin, and the car rail worn to the 
breaking point. Paving of the tracks, in accordance with 
the city ordinance, with Belgian blocks, will save $5,000 or 
$6,000 a year in maintenance. Under a temporary arrange- 
ment with the New York City Eailway receivers, we are to 
repair the crossings on joint account. Altogether there will 
be Heeded for the track this year about $436,000 and there- 
after, with a liberal allowance for maintenance, I think 
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no further expenditure will be necessary for some years to 
come. 

Buildings , — The building at Sixty-fifth Street and 
Third x\venue needs extensive repairs to the roof^ and in or- 
der to enable the shops to do their work certain other struc- 
tural alterations are required, bringing up the total cost to 
about $151,000 for $14,821 of which amount I have let con- 
tracts. 

At 129th Street and Third Avenue there is, in front of 
the car barn, a building used as a hotel and several tumble- 
down stores or saloons. I propose to clean out the main 
building and construct therein proper offices for the Third 
Avenue and other lines; also accommodations for a club for 
the employees, which are much needed. The whole improve- 
ment will cost nearly $106,000.^^ 

To meet the cost of these and other improvements and 
payments, the receiver stated: 

I intend to ask the court for authority to issue $2,500,- 
SOO of receivers^ certificates, payable within one year and 
bearing interest at the rate of six per cent. With those and 
the earnings from the property I think I can do all of the 
work and make all the payments which I have herein enu- 
merated. It may be desirable to issue a certain number of 
certificates of the Union Eailway, to an amount necessary to 
pay for the car barns, the Bronx & Pelham Parkway construc- 
tion, and for the power station, not exceeding in all, however, 
$'750,000, which could later be taken up by the Third Avenue 
certificates ; or it may be desirable, while having authority, to 
issue certificates for the Union Eailway, as above mentioned, 
as I already have authority to issue certificates for the Forty- 
second Street and the Dry Dock railways of which I have not 
availed myself, to issue Third Avenue certificates for the whole 
amount of $2,500,000 directly, as the bankers may prefer those 
to certificates of the other roads. If the certificates of those 
subordinate lines could be used permanently, the Third Ave- 
nue certificates should be diminished pro ian to, but in any case 
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.only certificates for $2,500,000 for one year will be out- 
vStanding/^ 

Cases may arise, lioweyer, when receivers must go much 
further in tlie issue of these obligations than the payment of 
accrued wages and the making of necessary repairs. The 
■property of the company, as with the Illinois Tunnel Com- 
pany, may be only in part completed. IJnless it is finished 
..at once, it may not be possible to secure profitable business. 
For example, in anticipation of the construction of a power 
plant, contracts with consumers may have been signed whose 
binding force depends upon the delivery of power before a 
certain date’. The company may have failed, leaving the 
•plant half finished, and a receiver takes charge of the prop- 
•erty. He finds a rival concern ready to run lines into this 
.section and seize the market for power. The receiver, under 
these conditions, may have no choice but to mortgage the 
property to obtain funds for its completion in order to de- 
liver power and secure tlie benefit of the contracts. He takes 
tliis action as much in the interest of tlie creditors as of tlle^^ 
stockholders. IJnless receivers’ certificates were issued, the 
power plant when finished would find its market absorbed 
by its rivals. 

Existing creditors of the company are violently opposed to 
the issue of receivers’ certificates of large amount and often 
.appeal to the court not to allow the receiver to place this 
new encumbrance ahead of the lien on tlieir security. Their 
■pleas are, liowever, usually disregarded. Tlie court stands 
by its own appointee, the receiver, and is usually guided, as 
to the necessity of the issue of certificates, by the receiver’s 
reconimendations. The amount of money which the re- 
ceiver will spend upon the property depends on his concep- 
tion of his duties. If he looks upon his obligation as merely 
to preserve the business, as it were, in a state of suspended ani- 
mation, doing as little as possible to repair or improve the 
property, merely protecting it from the onslaught of creditors 
iimtil the dilSerent interests can be adjusted and the receiver 
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discharged^ he is not apt to issue more certificates than are nec- 
essary to pay the claims which press upon him in the form 
of unpaid wages, etc., when he takes charge of the property. 
If, however, he interprets the word conservation in its broad 
sense, he may conceive it to be his duty not only to preserve 
the propert}^, but also to do all things necessary to increase 
its efficiency. In carrying out this obligation he may bor- 
row large sums of mone}’, and he may do a considerable 
amount of important work and even new construction. An 
illustration of this conception of the receiver's duties is fur- 
nished by the receivership of the Baltimore & Ohio Railroad 
Compan3^ 

The receivers appointed for the Baltimore & Ohio in 
1896 were Mr. John K. Cowen and Mr. Oscar G. Murray. 
They were confronted with a difficult situation. The prop- 
erty of the company was in need of entire reconstruction. 
Ties, roadbed, rails, bridges, piers, cars, and locomotives 
were sadly in need of replacement or repair. The equipment 
of the company was particularly defective, a large number 
freight cars and locomotives being out of service, and the 
equipment available for use being entirely insufficient to take 
care of the traffic offering. Moreover, the competitive situa- 
tion of the Baltimore & Ohio was at this time peculiarly 
unfortunate. To the north lay the Pennsylvania, equipped 
to handle traffic at the lowest cost. On the south the Chesa- 
peake & Ohio was a vigorous competitor, both for through 
traffic from the West and for the rapidly growing coal traf- 
fic out of West Virginia. Unless the Baltimore & Ohio was 
to abandon the field to its competitors, it must be placed in 
a position to carry traffic at the lowest possible cost. In other 
words, the Baltimore & Ohio must be entirely reconstructed. 

Should the receivers reconstruct the road, obtaining 
funds by the issue of their certificates, or should they con- 
tent themselves with keeping the system together and in pas- 
sable running order, leaving the work of rebuilding to the 
officers of the company after it had been provided with fund's 
in a reorganization? The receivers wisely chose the first 
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alternative^ notwithstanding powerful opposition and a vig- 
orous controversy between their friends and men who as- 
serted that they were exceeding their authority as receivers. 
New capital had to be issued eventually. To delay the work 
of improvement meant at least temporary abandonment of 
the competitive fields and the loss of advantages wliicli 
might never be regained. Mr. Cownii and Mr. Murray faced 
the issue squarely. As receivers of the Baltimore & Oliio 
they issued within two 3 ^ears $10^742^000 of receivers' cer- 
tificates, in addition to a large amount of car-trust obliga- 
tions. A portion of these certificates were exchanged for 
other evidences of indebtedness which had to be taken care 
of, but for the most part they were issued for new equipment, 
rails, and ties. 

Immediately after taking charge of the property, in May, 
1896, the receivers obtained authority to purchase five thou- 
sand new freight cars and seventy-five locomotives. In Feb- 
ruary, 1897, a thousand additional box cars were purchased, 
and in May of the same year five thousand one hundred and 
fifty more cars were acquired. During this year two thoii^ 
sand one hundred and fifty cars were obtained from coal 
companies on mileage contracts, and three thousand cars 
■were leased from the Pullman Company. Besides these 
heavy purchases of equipment, during the first year of the 
receivers’ administration two hundred and twenty freight 
engines, some of wliicli had not turned a wheel for months, 
were sent through the shops and put into service. Special 
attention was also paid to the way and structure. The track 
from Baltimore to Pittsburg and Wheeling was practically 
all relaid with new and heavier rails and new ties. Bridges 
on tlie system, many of 'which were unable to bear the weight 
of heavy trains, '^vere generally replaced; and large sums 
were spent on the construction of yards and sidings. Tak- 
ing advantage of depressed times, one of the features of the 
receivership was the placing of an order for forty thousand 
tons of eighty-five-pomid rail, said to have been the largest 
order ever placed for rails up to that time. The price was 
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seventeen dollars a ton. Not all tlie funds for these im- 
provements were raised bj the issue of receivers^ and car- 
trust certificates. Earnings were heavily drawn upon^ and 
in many instances bondholders were forced to wait until the 
propert}’’ on which they had a lien w^as put into condition to 
earn the interest. In a word, the Baltimore & Ohio re- 
ceivers rebuilt the road from end to end, and turned a new 
road over to the stockholders when the reorganization was 
completed. 

This work, as intimated above, vras not carried through 
without severe opposition. Suit after suit was brought by 
security holders to restrain the receivers from increasing the 
burdens of the property. It was urged that they were de- 
stroying the value of first mortgage bonds by their reckless 
issue of certificates, and they were advised that if new equip- 
ment was needed, it should be borrowed and not purchased. 
Their policy was denounced as a gross usurpation of power 
because, as it was charged, they ran counter to every prece- 
dent which should regulate the conduct of receivers. To 
•this the answer was made that precedents were indeed vio- 
lated, but that the situation with which the receivers had to 
deal was itself unprecedented. The receivers contended, and 
in this they were sustained by the court, that their policy was 
conceived in the interest of the bondholders, and they insisted 
that it be carried through to completion. 

The policy of the receivers of the Baltimore & Ohio was 
abundantly justified during their term of office. During a 
period when the gross earnings of its competitors declined 
the earnings of the Baltimore & Ohio, as the direct result 
of its larger equipment and lower operating cost, materially 
increased. In 1896, gross earnings were $25,582,000 and 
in 1898, after the reconstruction of the property had been 
practically completed, they increased more than $2,000,000 
in spite of a steady fall in rates. The contribution of reduced 
operating expenses to the result is seen in the increase of the 
operating ratio from 69.26 in 1895, a ratio which directly re- 
flected the inefficiency of the property, to 78.23 per cent in 
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1898;, wliicli represented the expenditure of a large amount 
of earnings upon improvements. The eifect of these im- 
provements upon the opei^ating eflicieney of the road is seen 
in a decline in the operating ratio from *76.70 per cent in 
1899 to 65.63 in 1900. The Baltimore & Ohio receivers took 
great risks. Tliey applied a desperate remedy to a desperate 
situation. Their success on this account was all the more con- 
spicuous and brilliant. 

A receivership is an extraordinary remedy for an extraor- 
dinary situation. Like a surgical operation, although it may 
save the life of a distressed corporation, it usually leaves the 
patient in a weakened condition from which his recovery is 
slow. And for the same reason that intelligent physicians 
only resort to the knife after all milder measures of treat- 
ment have failed, so the owners and creditors of a corpora- 
tion which has got into difficulties, consult their best interests, 
when they unite to tide over the crisis without resorting to 
the protection of the courts. As yet, liowever, such a de- 
gree of cooperation cannot be expected, and it is fortunate 
for the investor that the courts have generally sliown wis*- 
dom and foresight in the administration of properties in- 
trusted temporarily to their keeping. 


GHAPTEE XXXII 


THE REORGANIZATION OF BANKRUPT CORPORATION^ 

The reorganization of a bankrupt corporation is a set- 
tlement of the claims of the different parties in interest on 
such a basis that the property can be released by the court and 
again managed as a going concern. 

As soon as possible after the receivers have been ap- 
pointed, efforts are set in motion looking to the rehabilita- 
tion of the bankrupt corporation. The interests of all con- 
cerned point to a speedy settlement of its difficulties. As 
long as a corporation remains in the hands of the receiver, 
^he values of its securities ai'e low, owing to its uncertain 
future. Those persons whose capital is invested in these 
bonds and stocks are unable to find purchasers for their in- 
vestments at fair prices, or to make loans upon these secur- 
ities with financial institutions. Banks and trust companies 
which have taken these securities as collateral are, for the 
same reason, unable to dispose of ^ the collateral except at a 
loss, even if they consider it expedient to further complicate 
an already difficult situation by such a drastic action. All ^ 
interests are, therefore, equally concerned to reach a speedy 
reorganization of a bankrupt company. Unless an attempt 
is made to treat some interest unfairly, the operation is 
quickly concluded and a settlement is reached which preserves 
the integrity of the business, and equitably apportions among 
the different claimants the losses which have been sustained. 
The courts have also assumed the necessity of speedy reorgan- 
ization, and have sometimes gone so far as to recommend to 
creditors and stockholders that they hasten to arrive at a 
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settlement of their difficulties in order that the receivers may 
be discharged. 

The objects of the reorganization are as follows: 

1. To pay off or fund the floating debt. 

2. To provide funds for betterments and working capital 
and to arrange for future capital. 

3. To reduce fixed charges within a conservative estimate 
of net earnings. 

EeorganizatioU;, in almost all cases, I’equires that a large 
amount of cash should be provided. This money is required 
to pay certain kinds of current debt, to complete an un- 
finished plant, or for the reconstruction and repair of prop- 
erty whose physical condition has been allowed to deteriorate. 
Taking up first the floating debt wdiich must be provided for, 
we find this usually divided into receiver’s certificates and 
secured loans. The receiver’s certificates, as already ex- 
plained, constitute prior liens on the property, and must be 
paid in cash when due. We have also seen in the discussion 
of the issue of short term obligations tliat tliese are now 
almost invariably secured by a large margin of collateral 
These notes have l)een usually taken by banks, trust com- 
panies or large individual capitalists. The collateral back 
of them consists either of bonds authorized under existing 
mortgages, or of securities owned by tlie corporal ion repre- 
senting the control of properties which are indispensable to 
it. The holders of such notes are in a position to demand 
payment in full. Unless paid, they can sell their collateral 
and seriously embarrass those who are endeavoring to re- 
" organize the company. 

The physical condition of a bankrupt property is usually 
bad. In some cases the original financial plan lias not pro- 
vided sufficient funds to complete the plant wdiich must be 
finished before it is of any value, and the property of going 
concerns has often suffered severely before receivers were 
appointed. The receiver, as we have seen, may do much to 
improve the physical condition of the property, but he is not 
likely to provide all the money necessary. 
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The reorganixation plan should provide that the net earn- 
ings of the company, on a minimum estimate, should insure 
a safe margin above fixed charges. If the Receivership has 
been due to the maturity of debt at a time when financing 
was not possible, a reduction of fixed charges may not be 
necessary. In the great majority of cases, however, adversity 
has disclosed the fact that fixed charges are too heavy for 
the earnings of the company, and opportunity is taken in the 
reorganization to reduce them. Unless this is done, at the 
next season of trial, net earnings may again fall below 
charges, and another surgical operation on the capitalization 
of the company will become necessary. It is seldom provided 
that fixed charges in the reorganization plan should be so 
much reduced that an estimate of net earnings based on 
present conditions will insure immediate payment of divi- 
dends. Such a course wmuld be unfair to creditors. If re- 
viving business increases earnings after the reorganization, 
to the point of dividend payment, that is the good fortune 
of the stockholders ; but the creditors cannot be asked to sub- 
net to a greater reduction in their claims for interest and 
rentals than is sufficient to enable the company out of its 
net earnings to pay interest and provide for working capital, 
renewals and betterments. The information upon wdiich any 
plan of reorganization must be based is usually supplied by 
the receivers who make for the court an exhaustive analysis 
of the situation of the company, its past earning power, the 
causes of failure, a schedule of its assets and liabilities, and 
an estimate of its cash requirements. 

We see the objects of reorganization. How are these 
objects to be realized? The first step in carrying through 
a reorganization plan is usually the formation of committees 
to represent the owners of different classes of bonds. In some 
cases also committees are formed to represent stockholders. 
The purpose of forming committees is to secure united action 
on behalf of each interest concerned in the reorganization, 
and also to keep the various bonds and notes of the company 
from being thrown on the market and sacrificed. The forma- 
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tion of committees may not, it is true, be necessary. The 
receivers or the directors may themselves formulate a plan 
of reorganization, or they may appoint a eomniittee to for- 
mulate such a plan ta which they may afterwards invite the 
consent of the security holders. If the plan proves satisfac- 
tory, it may at once be put into effect. It is seldom, how- 
ever, that such a quick method of settlement can be adopted. 
Holders of different classes of securities are unlikudy to con- 
sent to any plan which they have had no hand in formu- 
lating. 

The method usually employed in the formation of these 
committees is for individual bondholders to constitute them- 
selves or their representatives a committee to take charge of 
the particular class of securities, and to invite the creditors or 
stockholders to signify their consent to this arrangement by 
depositing their securities with some disinterested agent, a 
trust company or bank. If a ma-jority of the securities are 
thus deposited, the self-constituted coiiimittee becomes rep- 
resentative, and is recognized as such by the courts. The 
powers of these committees are very broad. The committee 
is vested with the legal title to all securities deposited with 
them, and is authorized to act in all resj)eets in behalf of 
the depositors as though they were directors of a corporation 
elected for the purpose. Tlie committee has all the powers 
of owners of the securities, and full discretion as to the meth- 
ods of carrying out the agreement. The committee is axitlior- 
ized to institute suits or to intervene in suits, to sell the 
deposited securities under certain conditions, to employ 
agents, attorneys and counsel, to purchase property at fore- 
closure sale, to borrow money on the security of the bonds 
or stocks deposited with them, and also, usually, to prepare 
a plan of reorganization wduch, after reasonable notice has 
been given to the depositors under the agreement with the 
committee, and failing objection on their part signified by 
the withdrawal of their securities, is held to be binding upon 
all. The depositors are held to be liable for the necessary 
expenses of the committee np to a certain percentage on the 
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amount of securities deposited. It is usually provided that 
the committee may at any time terminate the agreement, and 
also to allow the bondholders to terminate it by a certain 
vote. The effect of the deposit of securities is to constitute 
the members of the committee trustees for the depositors, to 
form, as it were, a temporary corporation for the attainment 
of certain objects. 

The committee, after conference with bankers, whose 
assistance is indispensable to the consummation of a plan 
of reorganization, after examining the condition of the 
property, its assets and liabilities, its record of earnings, 
and also after conferring with large shareholders and cred- 
itors, announce a plan of reorganization. This plan they may 
either announce on behalf of themselves or through bankers 
or individuals whom they may designate as reorganization 
managers. Tor example, J. P. Morgan & Company on June 
1, 1909, made the following announcement to the holders 
of debenture stock. Preferred stock A, Preferred stock B, 
and Common stock of the Chicago, Great Western Eailway 
C««)mpany : 

At the request of the London Committee for Debenture 
Stock of the Kew York Committee for Debenture Stock, and 
of the Few York Committee for Preferred Stock A, Pre- 
ferred Stock B, and Common Stock, the undersigned have 
consented to act as Eeorganization Managers in carrying out 
a Plan for the Eeorganization of the Chicago Great Western 
Eailway Company 

So far as the securities affected by the plan have been 
lodged with a committee, the assent of the committee to the 
plan is held to be binding on the depositing bond or stock- 
holders unless they signify their dissent within the time named 
in the agreement with the committee, by withdrawing their 
securities. Holders of securities which have not been deposited 
are given a certain time to consent to the plan. This time 
limit is often extended, but unless the deposits are made 
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withixi tlie time stipulated by the committee^, noiiassenting 
bond or stockholders are held to be excluded f rom the benefits 
of the plan and must take their chances like anyone else in 
a foreclosure sale. 

Coining no^^^' to the consideration of the reorganization 
plan, we find that the property may be eitlier returned to its 
former owner, or it may be transferred under foreclosure 
sale to a new company. It sometimes happens that there are 
distinct advantages in reorganization without foreclosure sale, 
employing the same company which controlled, the property 
before the default. Companies may have valuable privileges 
in the form of exemption from taxation, or authorization 
from the state to engage in enterprises such as the carrying on 
of coal mining and railroad operations under the same organ- 
ization, which may have been forbidden to corporations since 
a particular charter was granted. In such cases, the reorgan- 
ization plan usually contemplates the return of the prop- 
erty to the existing company. The Philadelphia & Eeading 
Eailroad Company, for example, went through two reorgan- - 
izations because its charter privileges were too valuable to 
surrendered. 

The usual metliod is, liowever, to organize a new company 
in wdiich is vested after foreclosure sale sncli portions of 
the property of the old company as it is thought wise to 
retain, and which either assumes the obligations of the old 
company in their original form, or secures sucli modifications 
and reductions in their amount as are necessary to tlie suc- 
cess of the new company. The advantage of this method is 
that, by the foreclosure sale, all the riglits of nonassenting 
security holders are extinguished, and the new company is 
placed in complete control of the property which it desires.. 
It is customary, even when a new company is employed, to 
use a name closely resembling that of the old company, A 
railfoa^Z company, for example, will he succeeded by a rail- 
wa?/ company, and we 

After the new company is organized, it authorizes the 
issue of certain securities. The Chicago & Great Western 
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Umlway ^ Company, the successor of the Chicago & Great 
Western Eailroa^Z ^ Company, authorized $28,000,000 of first 
mortgage, fifty year four per cent bonds, $50,000,000 of 
four per cent preferred stock, and $46,000,000 of common 
stock. The Western Maryland was reorganized by the for- 
mation of a new company which took over the property of 
the old company subject to its first mortgage and its under- 
lying and divisional bonds, and which authorized $10,000,000 
of noncumulative four per cent preferred stock, and $60,- 
000,000 of common stock. The securities of this new com- 
pany are now offered for subscription. The subscriptions are 
paid either in cash, or with the securities of the old company, 
or, in rare instances, with the guarantee of another corpora- 
tion. In the fulfillment of the conditions of subscription, the 
objects of reorganization are accomplished. 

Advantage is usually taken of this opportunity to simplify 
the capitalization of the company. Especially has this been 
done in reorganizations of large railway companies. The 
formation of a new company which issues its bonds and stock 
ii^ exchange for those of the old, makes possible the concen- 
tration and simplification of the capitalization. It unites 
branch line and terminal certificates, ear trust certificates, 
equipment bonds and other obligations under single issues 
which are more easily managed, better secured and of higher 
values than those which they displace. The property of the 
ISTorthern Pacific Eailway Company, for example, before its 
last reorganization, was owned by fifty-four corporations- 
which had issued $380,000,000 of stocks and bonds. The 
circular of the reorganization committee described the old 
plan of capitalization as follows : 

^^As it now stands, the system, in its form of incorpora- 
tion and capitalization, is a development without method or 
adequate preparation for growth. Scarce any single security 
is complete in itself. The main line mortgage covers neither 
feeders nor terminals. The terminal mortgages may be be- 
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reft of their main line support. The branch line bonds are 
dependent upon the main line for interchange of business^ 
and the main line owes a large part of its business to the 
branch lines.'’^ 

The plan of reorganization of this company reduced the 
number of these obligations, and greatly siuiplified tlie cap- 
italization of the company by subjecting the entire system to 
the lien of two bond issues, one following tlie otlier. Sink- 
ing fund provisions, which have proven embarrassing to the 
corporation, may also be eliminated. An adequate bond re- 
serve may be provided under which, with proper restrictions, 
future issues of bonds for the capital needs of the company 
may be made. The company may also save in the exchange 
of securities by retiring high interest bonds issued on branch 
lines where the security is not perfect, with lower interest 
bonds secured by mortgage upon the entire property. All 
these methods of reorganizing tlie capital account have been 
fully explained in Chapter XXI. They are freely employed 
in the reorganization of bankrupt corporations, because tho 
transfer of the property from one company to another fur- 
nishes an excellent opportunity for sucli readjustments. 

A more important use is found for the securities of the 
new company in providing tlie cash required in the reorgan- 
ization, and making the necessary reduction in fixed charges. 
In most reorganizations, as already observed, a large amount 
of cash must be provided. The cash requirements of the 
Baltimore & Ohio reorganization plan, for example, in 1896, 
amounted to $36,092,000. The reorganization managers of 
the Erie had to provide $19,344,000. More recently, the 
Chicago Great Western, a comparatively small company, pro- 
vided $24,892,274 in its reorganization. This cash is ob- 
tained by subscription to the bonds and stock of the new 
company. 

Efforts are first made to interest the stockholders who 
are invited to participate in the reorganization. To the com- 
mittee in charge of the reorganization is presented this 
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problem : If we take over the property at a foreclosure sale^ 
and exclude the former stockholders, it will be necessary 
for us to provide the cash required. The money can prob- 
ably be raised, it is true, by the sale of first, or first and 
refunding mortgage bonds, but since one object of reorganiza- 
tion is to reduce rather than increase the debt of the com- 
pany, it is desirable to keep down the new bonds issued to 
the lowest j^ossible figure. The only practical alternative is 
to induce the stockholders of the bankrupt company to fur- 
nish the funds required.^’ 

The offer to subscribe to the securities of the new com- 
pany is made to the stockholders in one of two forms. They 
may be told that their company has failed; it is unable to 
pay its debts, its creditors have liens upon all its properties. 
Unless the stockholders are prepared to furnish the money 
necessary to pay these debts, the property must be sold by the 
court and the stockholders will lose all chance to recover 
their loss. In the foreclosure sale, the various evidences of 
debt, no matter how much their interest may be in default, 
or iJiow worthless they may be in the market, will count, as 
against any inferior lien, at 100 cents on the dollar. There- 
fore, if the stockholders desired to compete at the sale, they 
would be at a hopeless disadvantage, since it would be neces- 
sary for them to match, dollar for dollar, with cash, the vari- 
ous bonds which will be presented as a means of payment by 
the creditors. The creditors, therefore, control the situation. 
The}^ propose to organize a new company to take over the 
property of the bankrupt corporation, since they realize the 
necessity of keeping the property together. 

The creditors, however, do not desire to take undue ad- 
vantage of their position. They will give to the stock- 
holders the privilege of joining wdth them in this new com- 
pany. They make to the stockholders the following offer : 
to sell them preferred stock in the new company for, say, 
$20 per share, and common stock for $10 a share. 
have every reason, they say, ^^to believe that with the in- 
debtedness paid, funded or reduced within a conservative 
29 ■ ;;:i 
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estiiiiate of earnings, and with good manageinent, the new 
coinpany will be more successful than the oki We are con- 
fident that if you purchase stock in tlie new company on 
the basis proposed, you will have no reason to regret your 
action/’ 

This was the proposition which, in substance, was made 
to the stockholders of the Westinghouse Electric & Manu- 
facturing Company, on April 8, 1908. Tlie stoeldiolders com- 
mittee of this company sent out a circular letter outlining 
a plan of reorganization in substance as follows: Certain 
bonds of the company were to remain undisturbed. The 
floating debt was in part to be converted into stock and in 
part funded into bonds and notes. The stockholders were 
to subscribe at par for $6,000,000 of new stock. The propo- 
sition to the stockholders was as follows: 

The chief difficulty with the company and the principal 
cause of the receivership are found in the fact that, as the 
result of the rapid expansion of its business, too large a 
proportion of its investment is represented by debt. a 
substantial reduction can l)e made in tlie del)t l)y the sale 
of additional stock, it is believed that the I’lHahvership can 
be promptly terminated witli every prospect of the company 
entering u])on a career of renewed prosperit}'. On this point 
the committee, of which Mr. Jarvie is chairman, in their 
circular of April 2, 1908, say: 

^^‘^The committee believe that if the conduct of the busi- 
ness can promptly be restored to the stockholders nnder the 
direction of a strong board of directors, the company will 
continue to make substantial earnings. On the other hand, 
there can be no doubt that a continuation of the receivership 
for a considerable time, and a forced licpiidation of the as- 
sets, would be disastrous to the creditors as well as to the 
stockholders.’ 

/^The Merchandise Creditors’ Committee have shown 
their confidence in the company and its future by under- 
taking to secure the exchange of, at least, $4, 000, 000 of the 
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company's floating debt for ^ assenting stock/ at par. Tbey^ 
however^ impose the condition that the remaining $6^000^000 
of the $10^000^000 of subscriptions required to terminate the 
receivership and place the company in a safe position shall 
be furnished by the stockholders. It is for the purpose of 
securing from stockholders subscription to this $6^000,000 
of stock that the undersigned committee has been formed. 

The holders of the preferred and common stock of the 
company are, therefore, asked to subscribe for ^ assenting 
stock' of the company at par, at the rate of at least one 
share of new stock for every four shares (or fraction thereof) 
of existing stock. Such subscriptions are to be payable in 
the following installments: 

25 per cent on May 25, 1908, 

20 August 1, 1908, 

20 ^Tovember, 1, 1908, 

20 January 1, 1909, 

15 April 1, 1909. 

The deferred pa}mients are to bear interest at the rate of 
six per cent per annum, with the privilege to subscribers to 
pay their subscriptions in full at any time. 

The Merchandise Creditors' plan cannot be carried into 
effect unless the stockholders protect themselves by subscrib- 
ing pro rata for their shares of this new stock. If these sub- 
scriptions are not forthcoming, the inevitable result will be 
that the Eeadjustment Committee, which was organized for 
the protection of creditors, will be forced to reduce the debt 
of the company to judgment, bring about a forced sale of 
the property and its acquisition by a new corporation or- 
ganized in the interest of creditors. Such a course would 
result in enormous loss which would fall chiefly upon the 
stockholders of the company. That loss can be avoided only 
by the cooperation of stockholders in promptly subscribing 
for a sufficient amount of new stock to insure an early ter- 
mination of the receivership. 
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^^The committee wish to lay special emphasis upon the 
fact that the success of this plan for saving the company for 
its stockholders requires the unanimous compliance of stock- 
holders, however small their holdings, wdth this request for 
subscriptions. The ownership of the stock of the company 
is divided among about 4,000 stockholders, the average hold- 
ing (excluding the holdings of the Security Investment Com- 
jpany ^nd its president) being only about eighty- three shares 
(par value, $50). Most of the stock owned by the Security 
Investment Company has been pledged as collateral in com- 
paratively small amounts with a large number of banks 
Ifhieh are being asked to subscribe to the new stock in propor- 
tion to their respective holdings.^^ 

Subscriptions to the stock of the Westinghouse Electric 
& Manufacturing Company were largely influenced by this 
express threat that failure to procure the required amount 
would subject the stockholders to the danger of foreclosure 
sale. 

The situation of the Westinghouse Electric & Manufa*?- 
turing Company is, however, different from that of most bank- 
rupt corporations. With this company, the trouble was chiefly 
due to inadequate working caj)ital which resulted in an exces- 
sive amount of funded debt calling for the payment of both 
principal and interest at a time when financing could not be 
done. The reorganization of the Westinghouse Company re- 
quired nothing more than the funding of this current debt on 
which the company was abundantly able to pay interest. The 
stockholders^ interest in the property was plain. Even dur- 
ing the receivership, the stock never fell below $8.75, (par 
$50) which indicated a considerable margin of value after 
the debts were paid. . 

' In most cases, however, bankruptcy has been due to the 
failure of the company to earn interest on its funded debt. 
If the company cannot earn enough to pay interest on its 
bonds, then its property is not .worth the amount of its debts, 
and there is nothing left for the stockholders. Their in- 
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terest in the property has, long before the reorganization, 
entirely disappeared. They have already been wiped out” 
To stockholders in this situation a proposition that they 
should siibseribe to stock in a new company at the rate of 
$10, $15, or $20 per share might be unattractive. The re- 
sponse of many stockholders to such a proposition would be 
an emphatic negative. They would inform the reorganiza- 
tion committee that they did not propose to throw good 
money after bad ; that they did not care to make a new in- 
vestment in the company with which they had fared so badly ; 
that, although the claims of the reorganization committee 
as to the future of the company might be borne out by re- 
sults, for their part, they would prefer to await the mate- 
rialization of those results, rather than risk any more of 
their money in a venture which had proven so disastrous. 

When money is to be raised from stockholders where 
there is no equity in the property which they would naturally 
desire to retain, the proposition has frequently been pre- 
sented to them in a different form. Instead of being invited 
^ subscribe to stock of a new company, the offer takes the 
form of a proposition that they should pay an assessment ” 
upon their stock, go through the reorganization,” and re- 
cover, in the increasing profits of the company, the losses 
which they have sustained. In the Chicago & Great West- 
ern reorganization plan, for example, the conditions of par- 
ticipation in the plan were set forth to the stockholders as 
follows : 

^^Participation under the plan by holders of the several 
classes of stock is dependent on the deposit of the stock cer- 
tificates with the undersigned, within the period limited there- 
for. The plan embraces only the stocks so deposited. Xo cer- 
tificate for any stock of any class will be received on deposit 
unless in negotiable form. 

/^Debenture Stock and Preferred Stock A are to be re- 
ceived without payment as stated in the Plan. 

Depositors of Preferred Stock B must pay $15 in re- 
spect of each share of such Preferred Stock B so deposited. 
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and will be entitled to obtain from the Syndicate mentioned 
in the Plan, Preferred Stock voting trust certificates of the 
Eew Company when issued, equal at par to such pa}nnent, 
and also Common Stock voting trust certificates of the hTew 
Company, when issued, to an aggregate amount at par equal 
to sixty per cent of the par value of their present Preferred 
Stock B so deposited. 

Depositors of Common Stock must pay $15 in respect 
of each share of such Common Stock so deposited, and will 
be entitled to obtain from the Syndicate, hereinafter men- 
tioned, Preferred Stock voting trust certificates of the K’ew 
Company, when issued, equal at par to such payment, and 
also Common Stock voting trust certificates of the new 
Company, when issued, to an aggregate amount at par equal 
to forty per cent of the par value of their present Common 
Stock so deposited/^ 

A careful examination of this statement will show the 
difference in form, although not, as we shall see, in sub- 
stance, between the proposition of an assessment and the 
proposition of a new subscrij^tion. The payments of cash 
are to be made in respect of and in connection tvitJi the de- 
posit of common and preferred stock under the plan. The 
stockholder is informed that, if he will make a contribution 
on account of his present stockholdings, he will be allowed 
to receive stock in the new company. He does not, on the 
face of things, pay for the stock in the new company^ — that 
is given him in exchange for his old stock. He pays an 
“ assessment on his old stock, and, on account of this as- 
sessment,^^ he becomes entitled to receive new stock. 

The proposition to the stockholders of the old company 
that they should subscribe to stock of the new company is put 
something as follows when a subscription is styled an assess- 
ment: ^^Your company is bankrupt; its creditors are in 
position to take the property, and they will take the property 
unless a certain amount of cash is raised. The creditors do 
not, however, desire to exclude stockholders from participa- 


EEGEGANIZATIO^^* OE COEPOEATIO]?^S 439 

tion in the reorganization, but they must look to the 
stockholders to furnish the necessary money by paying a 
small assessment on the par value of their present holdings. 
If you will pay this assessment, you will be allowed to ex- 
change 3 'Our certificates of stock in the old company for a 
certain number of shares in the new company, and you will 
receive stock in addition to the amount of the assessment.^^ 

This proposition, it is evident, is precisely similar to the 
one first mentioned. It is an offer of stock in a new company. 
But, while many stockholders in a bankrupt and discredited 
corporation will not accept a proposition when presented 
to them as a subscription, when designated as an assess- 
ment on the stock which they already own, they have very 
generally accepted the proposition of reorganization com- 
mittees, have paid their assessments, and received stock in 
the new concern. The second form of the subscription 
proposition appeals to the stockholders while the first does 
not. The assessment proposition presents to the stook- 
liolder the idea of an unfinished transaction. He hopes 
t?iat, with one more effort, the payment of $10 or $15 per 
share, he can recover from the company the money which 
he has lost. The assessment proposition offers him ap- 
parently the opportunity to recoup himself, to justify to 
himself his judgment of the value of the stock in which, up 
to the present time, he has been so grievously disappointed. 
By employing this method of calling a subscription to stock 
in a new company an assessment on stock in an old 
compan}^, reorganization committees have been able to obtain 
large amounts of money from stockholders, whereas if they 
had asked the stockholders to subscribe to stock in a new 
company, they would probably have been much less successful. 

The assessments of stockholders are usually underwritten, 
a syndicate being organized to pay the assessments,^^ and 
to take the stock of those holders who do not participate in 
the plan. The commission paid to this syndicate varies, of 
course, with the risk which they assume, but the existence 
of the syndicate brings pressure to bear upon the stockholder 
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by assuring him that others stand ready to accept apparently 
the same terms which are offered to him. In 1895, for 
example, the final AtcMson reorganization plan announced 
the following: 

A contract has been made with a s}mdicate to furnish 
an amount of money equal to the assessments of nonassenting 
or defauUmg stockholders, and such syndicate, by such pay- 
ment, shall take the place of the noiiassenting or defaulting 
stockholders, and shall be entitled to receive the new common 
and preferred stock, which nonassenting or defauUmg stock- 
holders would have been entitled to receive if they had de- 
posited their stock and paid their assessment in full.^^ The 
s}mdicate may actually purchase the new stock and offer it 
to those stockholders who pay their assessments, thus making 
an exceptionally forcible appeal. By employing this method 
of approach, reorganization managers, especially in railway 
reorganizations, have been remarkably successful in paying 
off most of the floating debt without resorting to the sale 
of bonds. 

The difference between a reorganization assessment ” arS 
a subscription to new stock is only in form; in substance 
they are the same thing. When stock is full paid, it is not 
liable to any assessment. A stockholder may have only paid 
$20 a share for his full paid stock, but the corporation has 
no right to demand any more from him. Any further pay- 
ments to the company are at his own pleasure. And yet, 
so imperfect is the knowledge possessed by the average 
stockholder of his rights and obligations, that he is apt to 
feel, when an assessment proposition is made to him, that 
there is an obligation ’ to pay the assessment and take the 
new stock. A reorganization assessment is looked upon as 
compulsory. Stockholders are informed that if they refuse 
to pay they are debarred from all participation in the 
reorganization,^^ that they ^^ose all chance to recoup their 
loss from their share in subsequent profits.^^ 

An examination of a large number of reorganization 
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plans recently promnlgated^ howerer^ shows that ^^assess- 
ments are now being stated in their true light as 
subscriptions. For example, the reorganization plan of the 
Xewhouse Mines & Smelters under date of June 1, 1909, 
states that: 

^Mn order to furnish the necessary working capital for 
development, paj’ment of debts, expenses of foreclosure, 
reorganization and underwriting, the Stockholders will be 
required to subscribe to the capital stock of the new company 
and to pay one dollar for every share so subscribed. Every 
Stockholder so subscribing will receive one share of common 
stock of the ISTew Company for each share now held by him.'^ 

It is impossible to approve the indirect method of raising 
money from stockholders, which is only recently being aban- 
doned. The stockholder owes nothing to the reorganization 
managers, or to the creditors. If they secure his participation 
.in the new company, they should make him an offer of a 
more attractive investment than he can obtain elsewhere. 
Unless the payment of an assessment on stock of a bankm|)t 
corporation gives the stockholder, who desires to continue his 
interest in the comjiany, the new stock at a lower figure than 
that at which he can purchase it in the open market, he 
should allow the creditors to advance the money necessary, 
and buy the stock after the reorganization has been com- 
pleted. While by adopting such a course he may be de- 
barred from all participation in the reorganization,^^ he does 
not ^^lose all chance to recoup his losses from his share in 
the subsequent prosperity.” Dr. Stuart Daggett, in his book 
Eailroad Eeorganization,” ^ gives a list of eight reorganiza- 
tions in which the common stock was assessed, together with 
the price of the stock one month after reorganization, and 
sis months after reorganization. In every case the stock 
could have been purchased in the open market directly after 
the reorganization at a lower price than it was purchased 
from the reorganization managers. It is desirable that stock- 
holders should cooperate in making the reorganization plan 
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a success, but the proposition should be presented to them 
in its true light, and not under the guise of an obligation or 
a necessity. 

The offer to stockholders if foreclosure is not involved in 
the reorganization j^lan is usually more liberal than when 
the threat of foreclosure can be issued to induce subscrip- 
tions. If the method of foreclosure is not to be employed, then 
the stockholders must be persuaded into the subscription by 
an attractive offer. The adjustment plan of the Seaboard 
Air Line Eailway, which was carried through without fore- 
closure, provided the cash required by the sale of $18,000,000 
of par value of cumulative five per cent income bonds, called 
adjustment bonds. These were offered for subscription at 
seventy per cent of their par value to the extent of thirty 
per cent of the par value of their existing holdings. A syn- 
dicate was organized which, for a commission of five per cent 
on the par value of $18,000,000 of bonds, offered to the stock- 
holders, guaranteed to purchase at this price any bonds that 
might not be subscribed and paid for by the stockholders. 
In this case there was no pressure put upon the stockholders 
to furnish any capital to the company. An attractive offer 
was made to them, and their acceptance of the offer was 
guaranteed by responsible bankers. Wliether they subscribed 
or not, so far as the provision of cash was concerned, the 
success of the plan w^as assured. 

If, or to the extent that stockholders will not advance 
money, the creditors must provide the funds required by sub- 
scribing to the securities of the new company. The creditors 
of a bankrupt company are potentially in the position of own- 
ers. They can obtain the property at a foreclosure sale, and 
if they cannot persuade or coerce the stockholders into ad- 
vancing the money necessary for its rehabilitation, they will 
be obliged to take over the property, and themselves provide 
the necessary funds. Eliminating the stockholders, we have 
now to consider the methods by which creditors finance the 
cash requirements of a reorganization. Several conditions 
may be presented. There may be only one class of creditors, 
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the holders of mortgage bonds. The company issuing these 
bonds has defaulted, and reeeiTers have been appointed. 
These receivers have made certain expenditures for the benefit 
of the property, and certain other expenditures are necessary. 
The stockholders will advance no more money. As the re- 
organization committee of the Arnold Print Works stated 
in their announcement of a plan of reorganization : 

Eeorganization with fresh capital contributed by the 
present stockholders is impracticable, as nearly all the stock 
is owned by Messrs. Houghton & Gallup, and apart from 
their interest in this stock they are now without substantial 
means.''^ 

The creditors in such a situation must depend upon them 
selves. They organize a new company to take over the prop- 
erty, thereby extinguishing all rights of stockholders and 
any minor claims of current indebtedness which may be out- 
standing. They capitalize this new company according to 
the exigencies of the situation. They may subject its prop- 
erty to the lien of a first mortgage bond which they may 
either take themselves or sell to bankers, obtaining in this 
manner all necessary funds, or they may subscribe to the 
stock of a new company, placing no funded debt upon it. 
The property is at their disposal ; they can use it to support 
the credit of the company as it may be necessary. If they 
advance the required funds themselves, they may arrange the 
capitalization of the new company in any way they see fit. 
If, however, they sell the securities to outsiders they must 
consult the wishes of the subscribers. 

A case in point came recently under the writer’s observa- 
tion. A water-power company had underestimated the cost 
of a power and transmission plant. When the plant was 
little more than half completed, funds were exhausted. Ee- 
ceivers were appointed and the bondholders eventually bought 
in the plant at a foreclosure sale, eliminating the stock in- 
terest. It was now necessary to provide funds to complete 
the plant. The following plan, after prolonged negotiations, 
was presented to the bondholders. A new company should be 
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organized to take over tlie plant. This company was to issue 
first mortgage five j)er cent bonds to an amount sufficient to 
complete the plant, and certain of the bonds were to be held 
in reserve for extensions. The old bondholders were to re- 
ceive noncumulative preferred stock for their bonds, and the 
new bonds were to carry with them all the common stock of 
the company as a bonus. The owners of the plant were 
offered the privilege of subscribing to the new bonds, -and 
receiving their pro rata share of the common stock. The 
subscriptions to the bonds were guaranteed by a finance com- 
pany, which undertook, for a commission, to take the bonds 
of nonsubscribing owners, and receive their share of the 
bonus of common stock. 

Another condition may arise; there may be secured cred- 
itors and unsecured creditors, commonly knoum as floating 
debt creditors. We have already seen that when floating 
debt is am^Dly secured by collateral, the reorganization plan 
must provide for its payment. It frequently happens, how- 
ever, that the floating debt is unsecured. The Westinghouse 
Electric & Manufacturing Company at the time of its fail- 
uz'e owed $5,000,000 for merchandise, and $8,000,000 fo 
banks, for all of which there was no special security. In 
such a case, the holders of the floating debt, if the amount 
is large, in order to save something from the wreck, must 
advance the money required to put the company on its feet. 
They cannot ask the bondholders to make sacrifices, because, 
if the bondholders advance the necessary money, they may 
insist on retaining the stock of the new company. As for 
their own claims, the floating debt creditors, in case they 
manage the reorganization and provide the necessary, funds, 
and in case, also, they do not disturb the position of the bond- 
holders and safeguard the bondholders’ interests in the re- 
organization, may arrange the capitalization of the new com- 
pany as they please. In the Westinghouse reorganization, 
for example, already referred to, where the stockholders ad- 
vanced the necessary funds, the holders of the company’s 
nofes, for fifty per cent of their claims, received convertible 


EEOEGAE-IZATIOK OF COEPOEATIOHS 445 


five per cent debenture bonds of the eompan}?' which were in 
its treasury^ and for the other fifty per cent of their claims, 
fifteen-year five per cent notes of the company bearing five 
per cent interest. As for the banks, if they objected to wait- 
ing so long for repajmient, they were oSered the privilege of 
taking amounts equal to thirty per cent of their claims in 
serial bonds due in four, five, and six years, on condition 
that, for the balance of the fifty per cent, they should accept 
stock of the company at par. In this case the floating debt 
creditors were able to negotiate successfully with the stock- 
holders, on account of the large equity in the property. If, 
however, the stockholders had not advanced the necessary 
funds, it would have been necessary for the holders of the 
floating debt to themselves subscribe to a sufficient amount 
of stock in the new company to provide the cash required, 
taking in addition stock for their own claims, and eliminat- 
ing the stockholders. 

Occasions may arise where the bondholders and the float- 
ing debt creditors, when no money can be obtained from 
stockholders, divide the burdens of the reorganization be- 
tween them, and partition the stock of the company in return 
for their cash advances. Even if the bondholders are obliged 
to take charge of the reorganization, and arrange for the 
financing, they may not eliminate the floating debt creditors, 
on account of special reasons. It may be possible, for ex- 
ample, to arrange with some outside company to guarantee 
an issue of second mortgage bonds in return for the com- 
mon stock. In such a case there would probably be no 
objection to the floating debt creditors receiving preferred 
stock in the reorganization plan without cash advances. As 
a rule, however, if the general creditors do not subscribe, and 
if suitable arrangements cannot be made with outside inter- 
ests, then the bondholders must provide the money. They 
will usually take the stock of the new company, eliminating 
general creditors of the old company along with its stock- 
holders. 

A further complication enters when there are several 
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classes of bondholders^ as well as different floating debt in- 
terests, and stockholders. Suppose stockholders will not ad- 
Yance money, that the general creditors are also unwilling 
to invest in the securities of the new company, that there are 
first mortgage bonds upon the property whose interest has 
been fully earned and paid by the receiver, but that, in addi- 
tion to the first mortgage bonds, there are first and refunding 
bonds — that is, second mortgage bonds. There may be also 
debenture bonds and car trust certificates. In such a situa- 
tion the underlying bonds and the car trust certificates can- 
not be disturbed. Their security is ample, and there is no 
way in which the reorganization committee can get at them. 
If any attempt is made to impose upon them the burden of 
providing the money required, they will assert their rights 
at foreclosure sale, taking away the security and eliminating 
all junior securities. The holders of car trust certificates 
are also in an exceptionally strong position; they cannot be 
asked to furnish any money. The holders of the junior bonds, 
with or without the participation of the stockholders, must 
here provide the necessary funds. 

A case in point is that of the reorganization of the West- 
ern Maryland. In this reorganization plan, securities ag- 
gregating $50,951,950 remained undisturbed. Their owners 
were not called upon to provide any new money. The $8,274,- 
160 of cash required for the payment of maturing obligations 
and for improvements and betterments was raised by the sale 
of $20,685,400 of the common stock of the company to a bank- 
ers’ syndicate which offered this stock to the general lien and 
convertible holders and to the stockholders. The junior bond- 
holders were offered the new stock at forty per cent, up to fifty 
per cent of their holdings, and the holders of the common 
stock were offered the new common stock at the same price, up 
to 100 per cent of their holdings. The undisturbed securities, 
in this case, included the first mortgage bonds, $42,518,000 ; 
divisional bonds, $6,200,000; leased line bonds, $1,659,300, 
and leased line guaranteed stock, $574,650. Interest on the 
first mortgage bonds had been fully earned, and there was no 
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reason for asking them to make sacrifices. The divisional and 
leased line bonds and guaranteed stock were so secured that an 
assertion bv their holders of their rights under the contracts 
with the Western Maryland Eaiiroad Company might liaye 
resulted in the disruption of the system. It was necessary, 
therefore, to appeal to the junior securities, and, in this case, 
the reorganization managers were fortunate in securing the 
cooperation of the stockholders. If the stockholders had 
not been able to respond, however, then it might have heen 
necessary for the holders of the first mortgage bonds to have 
taken a part of the new stock, securing the cooperation of 
the general lien bondholders, if only to a partial extent, by 
allowing them to share in the new securities. 

I have suggested only a few of the complications which 
may arise. A reorganization committee may be confronted 
with a great variety of situations. Its task is to obtain the 
money on the best terms possible with due regard to the 
legal rights of all interests concerned. The only rule which 
seems established in the preparation of this portion of a re- 
organization plan is first to impose the burden upon the stock- 
holders if they can be induced to assume it, next in order 
to approach holders of unsecured floating debts, next the 
junior bondholders, and finally the holders of underlying 
securities. The appeal in each case is strengthened by the 
implied or express threat of complete loss to follow the fore- 
closure sale which would be controlled by the holders of the 
prior claims. 

Finally, if money is to be raised from bankers or out- * 
side investors, a proposition must be made which is attrac- 
tive to them. For example, if there are first mortgage bonds 
which cannot be disturbed, and if it is proposed to obtain the 
necessary funds without compulsory ” subscription by any 
cf the old interests, by the sale of first and refunding mort- 
gage bonds to a bankers^ syndicate, the syndicate may insist 
upon a certain amount of stock. They may also insist that 
this stock shall be given special preference. In such a case, 
the new company would issue preferred stock A to bankers. 
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and the other interests would take B preferred and common 
stock. 

We have already observed in the consideration of these 
several cases that the underwriting syndicate is a necessary 
feature in every reorganization plan. The commission paid 
to the s}Tidicate will vary. In some cases it may be large. 
The Western Maryland Syndicate, we have seen, w^as to re- 
ceive a commission of five per cent. In the reorganization 
plan of the United States Shipbuilding Company, the com- 
mittee announced that it had entered into an agreement with 
the Morton Trust Company and Thomas F. Eyan for the 
purchase and sale of the entire issue of $3,000,000 collateral 
trust sinking fund six per cent bonds at a price of 87J, So 
as to guarantee the cash requirements of the plant. These 
bonds were offered by the syndicate to the holders of the 
existing bonds. The low price offered the chance of a large 
profit to the syndicate. 

The needs of the present have now been provided for, 
current indebtedness has been paid, and provision has been 
made for sufficient capital to bring up the plant to a condi- 
tion of efficiency. The committee on reorganization now 
addresses itself to the task of reducing fixed charges so that 
they will come well within conservative estimate of the net 
earnings., We have already discussed the method by which 
the limit of fixed charges in the new company is to be fixed. 
This limit is, as already pointed out, the minimum net earn- 
ings of the company. The amount is usually based on the 
experience of the receiver, although some allowance may be 
made for an anticipated improvement in earnings. For ex- 
ample, in the Atchison reorganization of 1894 it was esti- 
mated that the minimum earnings of the property from 1891 
to 1894 were $5,204,880, and the fixed charges proposed for 
the new company were $4,528,547. The lowest net earnings 
which the Union Pacific had ever reported had been $4,3 15,- 
077, The interest on the bonds issued by the new company 
which took over the property in 1897, was placed at $4,000,- 
000; the net earnings for the N'orthern Pacific in 1895, the 
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smallest earnings for eight years, -^ere $6,052,660; the fixed 
charges of its successor x^ere placed at $6,015,846, Br. Bag- 
gett,^ in his summary of the results of a number of railroad 
reorganizations, states that the fixed charges in seven large 
reorganizations from 1893 to 1898 vrere reduced from $65,- 
984,219 to $45,576,984. It is now well recognized that un- 
less this principle of reducing fixed charges below the lowest 
point to which net earnings have ever fallen is followed, 
there is danger that the wnrk will, at some later period of 
depression, have to be done over again. This principle was 
not recognized in many of the reorganizations prior to 1893. 
Since that time, however, it has been generally accepted and 
may now be taken as an almost invariable rule. 

The fixed charges of a corporation may be divided into 
rental charges and interest charges. The charges for rentals 
can be more easily reduced than the charges for interest. 
As long as a company is solvent it must live up to its rental 
contracts. The contract is, however, made with the old com- 
pany, and constitutes no lien upon its property. That is 
segregated for the protection of other creditors. The lesso? 
is an unsecured creditor, and can be dealt with as such. The 
company which takes over the property at a foreclosure sale 
is entirely free from all the lease obligations of its pre- 
decessor. Bankruptcy has wiped out the score. The new 
company need assume only such contracts as its reorganizers 
consider to be necessary to its success. The receiver has 
usually terminated or modified unprofitable lease contracts, 
and the reorganization committee has only to follow in his 
footsteps. If a leased line has proven unprofitable, the re- 
organization committee can either dispense with it, or, if it 
is retained, its rental can be reduced. The reorganization 
committee has a free hand. They cannot be held to old agree- 
ments. Old contracts have lapsed and must be renewed by 
the new company before they can become binding upon it. 

The history of railroad reorganization contains notable 
examples of the termination of lease contraets. The reprgan- 

^ Railroad Reorganization,” Stuart Daggett, p. 357. 
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ization of tlie Wabash in 1886 resulted in a reduction of 1^541 
miles of leased lines^ and the Eichmond & West Point Ter- 
minal reorganization lopped off 4^,479 miles. A more com- 
mon method than the reduction of mileage is^ however^ the 
reduction of rentals. In the railway fields the owners of 
leased lines have usually no choice but to accede to any rea- 
sonable proposition of the reorganization committee for a re- 
duction in their rentals. Their property is usually of little 
value outside of a large railway system, and, as a rule, the 
system with which it is most valuable is that wuth which it 
is already connected. Prom 1892 to 1898, the net reduction 
in lease rentals for American railways was $24,527,000, a 
large part of this representing reductions in reorganizations. 
A portion also represented the acquisition of leased lines, and 
the consequent conversion of rentals into interest. 

We come now to the reduction of interest. Just as 
holders of some of the bonds may have been obliged to make 
sacrifices by subscribing to new securities, so they may also 
be required to sacrifice some of their claims for interest in 
order that the solvency of the new company may be secure. 
This reduction of interest is accomplished in the exchange 
of the securities of the old company for the securities of the 
new company. The methods by which such an exchange is 
accomplished have been already suggested. The new com- 
pany offers its securities for subscription, in part in cash, 
and in part in the securities of the old company. If the 
old company has not been able to pay interest on $10,000,- 
000 of second mortgage bonds, and if it is desired to elimi- 
nate this interest charge from the income account of the 
new company, the new company may offer the holders of 
the second mortgage bonds, $10,000,000 of preferred stock to 
be paid for with their bonds. 

Some of the creditors of the old company must make 
sacrifices. Some of its bonds must be disturbed. Which 
bonds shall be disturbed ? How shall their claims be modi- 
fied and what compensation shall they be given for their 
sacrifices ? Let us reverse the inquiry and ask wdiat are the 
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bonds whicli are not disturbed in a reorganization? In 
every reorganization we find some of these bonds. Take the 
Erie, for example; it has five divisional mortgages ranging 
from first to fifth on portions of the line which lie within 
the State of New York. These mortgages have survived 
three reorganizations, not being disturbed by any of them. 
In the same way, the Norfolk & Western Eailroad, the Eead- 
ing, the Baltimore & Ohio, have carried through their re- 
organizations certain issues of bonds, without, in any way, 
disturbing them save, in some eases, to consolidate them by 
making attractive conversion offers into large issues. These 
bonds are safe from the reorganization committee for the 
reason that their interest, even in the worst years, has been 
fully earned. Even the receivers have recognized their claims 
and have paid their interest. Bonds secured by mortgages 
upon important branch roads, terminal property or equip- 
ment, do not suffer in a reorganization for the reason that 
there is no way to get at them. The property which secures 
them is indispensable to the company. Unless the rights 
of these holders are properly recognized they may inflict se- 
rious damage upon the system by seizing the property which 
secures their bonds. 

It may, however, be necessary for the holders of first 
mortgage bonds, even though their interest has been fully 
earned, to subordinate their lien to the lien of a new first 
mortgage, without which the necessary money cannot be se- 
cured. Along with this sacrifice may also go a reduction 
in their interest claims. Speaking generally, however, the 
holders of first mortgage bonds whose interest has been 
earned, are not called upon to sacrifice their interest in re- 
organizations. In companies which present a complication 
of securities; first mortgages, divisional mortgages, general 
mortgages, debentures, etc., the sacrifices in interest are usu- 
ally apportioned according to the extent to which the differ- 
ent bonds have participated in the net earnings of the com- 
pany. The net earnings of the company are taken as the 
basis of the new fixed charges, and the reorganization com- 
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mittee apportions the net earnings among the various dis- 
turbed securities according to the amount which the property 
back of each security has contributed to the total. In so far 
as the interest on a bond has been earned, this absolute lien, 
as a rule, has been retained. In so far as its interest has not 
been earned, the bond is reduced to its true position as pre- 
ferred stock, a form of security whose return is not guaran- 
teed, but is conditioned on the future earnings of the company. 
The method eniploj^ed in this reduction is illustrated by a 
statement made by the reorganization committee of the Atchi- 
son in the reorganization of 1895 with reference to the posi- 
tion of the general mortgage bonds in the reorganization : 

After making a careful estimate as to how much of the 
existing lines, if retained in the system, could, under the 
circumstances, be avoided, or if these lines be left out, what 
amount the Atchison system would be able to earn without 
the auxiliary lines, the committee has arrived at the con- 
clusion that it would not be safe to place upon the property 
a fixed charge of more than four per cent upon seventy-fi\^e 
per cent of the principal of the present general mortgage 
bonds.^^ 

The situation of holders of general mortgage bonds whose 
interest has not been earned is here exactly stated. Since 
the company cannot earn their interest, they cannot, in 
reason, . refuse to consent to a reduction of fixed income. 
Suppose they should refuse, what can they do? The only 
alternative is to foreclose the mortgage. To do this, they, 
must raise enough cash to pay off all the prior liens, for their 
mortgage is spread over and is subordinate to the claims 
superior to their own. This is practically impossible, so 
their only course is to submit, after holding out, as long as 
possible, for better terms. It is true that there is always the 
final resort to the courts, who may, at any time before the 
recording of the new securities, hold up the whole proceeding 
by injunction. This will be done, if it can be shown to the 
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satisfaction of tlie court that any interest is being unjustly 
treated. Such interference, however, cannot, unless in cases 
of the most flagrant injustice, be secured by a minority. If 
a large majority of the bonds are deposited, the courts will 
usually refuse to interfere, holding that the consent of the 
majority should be binding upon all. The contest over the 
Erie reorganization in 1895 offers an illustration. A plan 
had been proposed which seemed unfair to the second mort- 
gage bondholders. Nevertheless eighty per cent of these bonds 
had been deposited, when a suit was brought in the New 
York Superior Court to enjoin the company from recording 
the mortgage. The court refused to grant the injunction 
on the ground that the consent of so large a majority of the 
parties in interest had made the plan already operative, and 
as minority should not interfere. 

The nature of preferred stock has already been fully 
explained. Dividends on the preferred stock are payable out 
of net earnings after the expenses of operation, repair and 
betterments, interest on the funded debt, rentals and taxes, 
tli^ necessary cost of operating the business and keeping it 
out of the hands of the receiver, have been paid. The fixed 
charge of a mortgage bond whose interest must be paid, or 
foreclosure results, but which the company cannot earn in jus- 
tice to its physical condition and under the circumstances of 
its business, is converted info a claim whose payment is con- 
ditioned upon the net earnings of the company. In the ex- 
change of bonds on which interest is not earned, for preferred 
stock in the reorganized company, the relation of the former 
creditors to the property is defined precisely. The element 
of risk which they assumed when they purchased the junior 
lien bonds is exactly expressed in the contract which sets forth 
the relation of the preferred stockholder to the company. 

The position of the junior bondholder is improved by the 
conversion of his bonds into preferred stock. Before the con- 
version, he is occasionally exposed to the risk of receivership 
which would depress the value of his securities, and cut off his 
income. By converting his junior lien bond into preferred 
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stocky he enables the company to preserve its solvency and im- 
prove its credit^ and he places it in a position where it cannot 
only earn interest but pay him his preferred dividends. With 
the two exceptions of the Southern and the Erie^, and these are 
only partial exceptions^ the preferred stocks issued in the re- 
organizations referred to in the following table have paid 
dividends for many years. If they retain these stocks, the 
former bondholders have fully recovered the losses, caused by 
the defaults which led to these reorganizations. 

The extent to wdiich the conversion of junior bonds into 
preferred stock was employed during the great railway reor- 
ganizations following the panic of 1893 is shown in the follow- 
ing table : 


Name op Eoad 

Amounts op Prbfeeeed Stock Issued 

For Old 
Bonds 

For Stock 

For As- 
sessments 

Miscel- 

laneous 

Atchison, Topeka and Santa Fe 
j First preferred. . . 

* ’ 1 Second preferred 

Norfolk and Western 

$96,740,000 

27.146.000 

7.271.000 

22.833.000 

54.880.000 

9.290.000 

7.184.000 

40.286.000 

8.214.000 
8,214,000 

32.887.000 

j- $8,537,000 

$13,717,000 
] 

$9,200,000 

2.854.000 

192.000 
167,?/00 

2.500.000 

270.000 
20,816,000 

1.714.000 

3.850.000 
' 7,786,000 

4.800.000 

Northern Pacific 

Oregon Railway and Navigation 
Company 

17,620,000 

1.440.000 

1.150.000 

7.814.000 

]i]?o‘n§pSed 

St. Louis and j First preferred . 
San Francisco | Second preferred 
Southern Railway 

Totals 

8,799,000 

$314,945,000 

$34,956,000 

1 

$24,121,000 

$54,149,000 


The bondholders may also be required to accept a lower 
rate of interest, or to postpone their interest altogether for 
a series of years, or to take a low rate of interest with a gradu- 
ally ascending rate, or to receive a portion of their principal in 
mortgage bonds and the balance in some junior security. 
In most eases, the reorganization committee, as an induce- 
ment to security holders to accept a reduction in their claim 
for fixed interest,, offers them a bonus in some other security. 
If general mortgage bondholders, for example, are asked 
to receive one half of the principal in first mortgage bonds 
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of the new company, and preferred stock for the balance, 
they may be given $500 in new first mortgage bonds and 
$750 or $1,000 in new preferred stock. The principal 
amount of their securities is, by this operation, increased. 
If the prospects of reviving business materialize, and the 
new management is efficient, the reorganization may prove 
to them to have been a blessing in disguise. An increase 
of capitalization is a feature which usually accompanies a 
reduction of fixed charges in the reorganization. 

In concluding the discussion of the exchange of securities, 
two illustrations may be given, showing the distribution of 
the securities of the ISTorthern Pacific and the hTorfolk and 
Western in their respective reorganizations, both of which 
were accomplished in 1896. 

An examination of these tables shows that so far as the 
specific security of the property back of each bond had con- 
tributed the amount of the interest on the bonds to the net 
earnings of the system, to that extent it was exchanged for 


!.• BASIS OF EXCHANGE OF THE SECURITIES OF THE 
NORFOLK & WESTERN RAILWAY IN THE 
REORGANIZATION OF 1896 


Old Company New Company 


Name op Security 

Cash. Per Cent. 

First Consolidated 
Mortgage Bonds. 
Per Cent, 

Preferred Stock. Per 
Cent. 

Common Stock. Per 
Cent. 

Adjustment mortgage, seven per cent bonds 

One hundred year mortgage bonds 

7 

130 

62^ 

70 

50 

100 

55 

35 

20 

75 

67}4 

70 

48 ■ 

100 

65 

.65 


Maryland and Washington Division bonds. 

Chester Valley Division bonds 



Equipment mortgage bonds, 1888 


Five hundred and ninety debentures of 1892 

Roanoke and Southern Railway bonds. 

Lynchburg and Durham Railway bonds 

Norfolk and Western common 

Norfolk and Western preferred 1 Assessment $12.50 
Roanoke and Southern Stock j per share 

Lynchburg and Durham Stock j 

}■■■■ 

f75 

175 
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11. BASIS OF EXCHANGE OF THE SECURITIES OF THE 
NORTHERN PACIFIC IN THE REORGANIZATION 
OF 1896 


Old Company New Company 


Name op Sectjeity 

Cash. Per Cent. 

New Prior I.ien 
Mortgage Bonds. 

Per Cent. 

New^ General Lien. 
Mortgage Bonds. 

Per Cent. 

Preferred Stock 
Trust Certificates. 
Per Cent. 

Common Stock 
Trust Certificates. 
Per Cent. 

General first mortgage bonds 

3 

4 

3 

3 

Ipi 

135 

11S>^ 


50 

50 

50 

20 

....... 

o o 

*o o 

....... 

General second mortgage bonds 


General third mortgage bonds 

118M 

118 

Dividend certifioates 


Consolidated mortgage bonds 


Collateral trust notes 

100 

Northwest equipment stock 

100 


Depositors of preferred stock on payment 
of SIO per share... 



50 

Depositors of common stock on payment 
of $15 per share 










new mortgage bonds. In so far as its interest had not been 
earned, preferred stock was given, usually to an amouM 
greater than the par value of the securities which it displaced. 
The principle of apportionment is especially well illustrated 
in the Norfolk & Western reorganization. The bonds of four 
branch roads were disturbed. Of these, the Maryland and 
Washington, and Eoanoke, and Southern had earned more 
than the other two, and their greater earning ability was rec- 
ognized in larger proportions of preferred stock. The 100- 
year mortgage bonds also, whose interest had not been fully 
earned, were cut down 25 per cent, but 55 per cent in first 
preferred stock was given in exchange, so that in the long run 
the bondholders were no losers, the preferred stock in 1898 
having sold for 63f . In the same way, the holders of the con- 
solidated mortgage bonds of the Northern Pacific received 62-| 
per cent in new prior lien bonds, and 62-| per cent in preferred 
stock. In 1895, before the reorganization, the consolidated 
bonds did not rise above 36, while in December, 1898, two 
years after the reorganization, the prior lien bonds sold for 
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93, and the preferred stock for 78. In exchange for a bond 
worth $360, the Northern Pacific bondholders received an- 
other bond worth, two years later, $642, besides $780 in pre- 
ferred stock. 

One more feature of reorganization plans demands atten- 
tion. The bondholders have controlled the reorganization 
and have made sacrifices in order that the plan might be 
successful. They insist, as a condition of their participation, 
that they should receive some guarantee of the quality of 
the management. The stock of the new company, if placed 
upon the market, will command a low figure. It may fall 
into the hands of speculators who may exploit the property 
for their own benefit. The bondholders fear that they may 
have another default to sufi:er, another floating debt to take 
care of. To guard against this danger, it is almost invari- 
ably provided that the stock of the reorganized company 
shall be placed for a series of years in the hands of trus- 
tees who will issue to the holders securities of beneficial 
interest in any dividends which may be paid on the stock, 
t^^e voting power, however, remaining with the trustees. 

The nature of a voting trust provision is indicated by 
the following extract from the reorganization plan of the 
Pope Manufacturing Company: 

^^All of the stock of the new company except directors’ 
qualifying shares will be issued to voting trustees, who shall 
issue to the various persons entitled to receive said stock 
suitable certificates containing an agreement to deliver said 
stock on or after August 1, 1911, or sooner if the voting 
trustees shall so determine, and in the meantime to pay to 
such persons an amount equal to any sums received as divi- 
dends upon said shares of stock. During the continuance 
of the aforesaid voting trust (1) no mortgage shall be put 
upon the property (other than the mortgage herein referred 
to) except with the consent of the holders of two thirds in 
amount of each class of stock; (2.) the amount of preferred 
stock shall not be increased except with the consent of the 
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holders of three fourths in amount of the certificates rep- 
resenting preferred stock and the holders of two thirds in 
amount of certificates representing common stock; (3) the 
amount of common stock shall not be increased except with 
the consent of the holders of two thirds in amount of the 
certificates representing preferred stock and the holders of 
two thirds in amount of the certificates representing com- 
mon stock/^ 

By this provision, not only were the interests of creditors 
safeguarded by the placing of control for a period of three 
3^ears in the hands of trustees, but the stockholders were as- 
sured against any abuse of their power by the voting trustees. 

These voting trust certificates, when issued on behalf of 
large public corporations, are listed on the public exchanges, 
and are dealt in exactly as are shares of stock. The voting 
trustees are usually named by the banking firm which car- 
ries through the reorganization. They represent primarily 
the creditors’ interest. Their administration has been gen- 
erally successful and they have materially assisted in restor- 
ing to public confidence the corporations for whose man- 
agement they have been made responsible. 


SUPPLEMENTARY NOTE 


The powers of bondholders to deal with stockholders 
and unsecured creditors in reorganizations has been very 
seriously curtailed by the decision of the Supreme Court 
in the ease of Northern Pacific Railroad Company v. Boyd, 
known as the Boyd Case.^ The Northern Pacific Railway 
Company was reorganized in 1896. The reorganization 
was controlled by the bondholders and was accomplished 
by a foreclosure. The property was bought in by the bond- 
holders’ committee for $61,500,000, an amount $86,000,000 
less than the secured debts. It was transferred to a new 
corporation, which issued $345,000,000 of securities. The 
old preferred stockholders received 50 per cent of their 
holdings in new preferred stock and 50 per cent in new 
common stock on paying an assessment of $10 a share, 
^ile the old common stock in return for an assessment 
of $5.00 a share received 100 per cent in new common 
stock. Unsecured creditors sought to resist the carrying 
out of the plan on the ground that it turned over a valu- 
able equity in the property to the stockholders of the old 
company to the prejudice of unsecured creditors. The 
Circuit Court, however, held that there was no equity in 
the property out of which these creditors could be paid 
and that the mortgage bondholders in purchasing the prop- 
erty at foreclosure sale could make any arrangement they 
chose with the stockholders of the old company. 

The new company prospered exceedingly and its stock 
rose to a high figure. Boyd, the owner of a judgment 
against the old company, brought suit against both com- 
panies, attempting to recover the amount of his judgment 
out of the property, alleging that the foreclosure sale was 
1228 H. S. 482-1913. 
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invalid beeanse it was made in pursuance of a Plan of 
Reorganization which excluded the unsecured creditors, 
although the stockholders were allowed to retain their in- 
terest. The lower court sustained this contention, and, 
on appeal, the Supreme Court, by a vote of five to four, 
upheld the lower court: 

^^The opinion of the majority of the Court proceeds 
upon the theory that while the bondholders might have 
lawfully bought in the property covered by the mortgage 
and kept it for themselves to the exclusion of both the 
unsecured debt and the stockholders, the moment they pro- 
vided for participation in the new company by the stock- 
holders, even at the price of paying a heavy assessment, 
the obligation arose to make provision for the unsecured 
debt which would recognize the priority to the interest of 
the stockholders.’’ 

The prevailing opinion says (p. 504) : 

The property was a trust fund charged primarily 
with the payment of corporate liabilities. Any device, 
whether by private contract or judicial sale under con- * 
sent decree, whereby stockholders were preferred before 
the creditor, was invalid. Being bound for the debts, 
the purchase of their property, by their new company, 
for their benefit, put the stockholders in the position of 
a mortgagor buying at his own sale. . . . That such a 
sale would be void, even in the absence of fraud in the 
decree, appears from the reasoning in Louisville Trust 
Company v. Louisville By.y 174 IJ. S. 674, 683, 684 (the 
Monon ease), where, ^^assuming that foreclosure proceed- 
ings may be carried on to some extent at least in the in- 
terests and for the benefit of both mortgagee and mort- 
gagor (that is, bondholder and stockholder),” the court 
said that ^'no such proceedings can be rightfully carried 
to consummation which recognize and preserve any in- 
terest in the stockholders without also recognizing and 
preserving the interests, not merely of the mortgagee, 
but of every creditor of the corporation. . . . Any ar- 
rangement of the parties by which the subordinate rights 
and interests of the stockholders are attempted to be 
secured at the expense of the prior rights of either class 
of creditors comes within judicial denunciation.” 
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The Court theu says (p. 507) : 

The invalidity of the sale flowed from the character 
of the reorganization agTeement regardless of the value 
of the property, for in cases like this, the question must 
be decided according to a flxed principle, not leaving the 
rights of the creditors to depend upon the balancing 
of evidence as to whether on the day of sale the prop- 
erty was insufficient to pay prior encumbrances. 

The Court continues (p. 508) : 

This conclusion does not, as claimed, require the im- 
loossible and make it necessary to pay an unsecured cred- 
itor in cash as a condition of stockholders retaining an 
interest in the reorganized company. His interest can 
be preserved by the issuance, on equitable terms, of in- 
come bonds or preferred stock. If he declines a fair 
offer he is left to protect himself as any other creditor 
of a judgment debtor, and, having refused to come into 
a just reorganization, could not thereafter be heard in 
a court of equity to attack it. 

In the face of this opinion it is impossible legally to 
ekelude any creditor from the benefits of the reorganiza- 
tion if the stockholders are allowed to participate. The 
unsecured creditors must be offered some form of security 
and they cannot be forced to pay any assessment as a 
condition of receiving these securities.^ 

1 Beorganization of Corporations, by Paul Cravath, in Some Legal 
Fhases of Corporate Financing. 
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Accountant, work of, 170. 

Addystone Pipe and Tube Com- 
pany, ease of, 353. 

Advertising by corporation, 35. 

Allis-Ghalmers Company, as ex- 
ample, 120 ; stock of, 121. 

Allotments of stock in syndicates, 
160. 

Amalgamated Copper Company, 
stock of, 366. 

American Car and Foundry Com- 
pany, equipment notes of, 319. 

American Gas Company, 370. 

American Light and Traction 
^Company, 370. 

American Locomotive Company, 
equipment notes of, 319. 

Amerieaa Malt Company, stock 
reduction, 386. 

American Pipe Manufacturing 
Company, 370. 

American Smelting and Refining 
Company, as example, 227 ; 
stock of, 121. 

American Street and Interurban 
Railway Association, paper 
on depreciation, 222. 

American Street Railway Asso- 
ciation, report of, 218. 

American Sugar Refining Com- 
pany, decision against, 356. 

American Telephone Company, 
158. 

American Tobacco Company, case 
of, 261; resolutions, 242. 

American Water Works Com- 
pany, as holding company. 


370; guarantee of bonds, 
322. 

Anti-trust laws, 352, 354, 358, 
364, 366. 

Appraisers, of collateral, 326. 

Arnold Print Works, plan of, 
443. 

Assessable stock, character of, 
99. 

Assessment, discussed, 438; in a 
reorganization, 440. 

Assets, disposition of, 385; pre- 
ferred stock cumulative as to, 
52 ; sinking fund, 192 ; wasting, 
90; writing up of, 204. 

Assets and Liabilities, statement 
of, 174, 175, 191. 

Atchison R. R., debenture bonds, 
308, 309 ; preferred, 454 ; stock, 
in relation to convertible 
bonds, 310. 

Atchison reorganization, as ex- 
ample, 448, 452. 

Atlantic Coast Line, in relation 
to Louisville and Nashville, 
278, 329. 

Balance sheet, and depreciation, 
193; items, 253; of a conserva- 
tive company, 194, 254; rail- 
road, 253. 

Baldwin Locomotive Works, 27; 
as illustration, 268. 

Baltimore & Ohio, as example, 
226; bonds of, 315; cash re- 
quired in reorganization, 432 ; 
policy of receiver, 423, 424; 
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problem of, 421, 422; stocks 
purchased by Pennsylvania, 
257 ; reorganization, 451. 

Bank deposits, 292; failures, 296. 

Banker, attitude toward new en- 
terprises, 123; attitude of, 
toward promoter, 14; and pro- 
moting engineer, 12; business 
of private, 114; commercial, 
298 ; investment, 115, 298 ; 
methods in promoting, 22; re- 
lation to customers, 124. 

Banking house, as underwriter, 
156; policy of, 157. 

Bank loans, corporate, 297 ; ideal, 
295; reason for making, 299; 
sound hanking, 295 ; when paid, 
300. 

Bankrupt corporations, reorgani- 
zation of, 425. 

Bankruptcy, causes of, 436, 437; 
effect of, 406. 

Banks, bond department, 115 ; 
bond offer, 445; extension of 
credit of, 300 ; plan made 
attractive for, 447. 

Baring Brothers, take bonds, 158. 

Bellaire Steel Company, 349. 

Bell Telephone Company, Chicago, 
79, 80; circular letter, 255. 

Belmont, Mr. August, case of, 
278. 

Bessemer Steel Pool, 347, 349. 

Betterments, charges, 201, 254; 
expenses of, 184, 254. 

Blackstone, Sir William, quoted, 
■:28. 

Blue Sky laws, ease, 138; Kan- 
sas, 135. 

Bondholders, advantage for Brie, 
in reorganization, 395, 396; in- 
terest of, 74; in "water power 
company, 443 ; in West Mary- 
land reorganization, 446; posi- 
tion of, 79 ; position of holders 
of general mortgage, 452 ; rep- 


resented, 86 ; sacrifices of, 454 ; 
take charge of reorganization, 
445. 

Bondholders’ Committee, 427- 
432,459. 

Bond issues, basis of, 74, 78; by 
construction company, 110; de- 
termining the expediency of, 
90; restrictions of, 83. 

Bonds, advantages of, 73; advan- 
tages of debentures, 310; 
amount of, which can be is- 
sued, 76-79; bonus in stock, 
85; bought for sinking fund, 
92; business, 115; buyer, 299; 
collateral trust, 315; conver- 
sion of, into stock, 389; con- 
vertible, 308, 311, 397 ; coupons, 
64; debentures, 306-309; de- 
ferred interest, 396; defined, 
63, 87; drawings of, 91; form 
of, 64; income, 304; indorse- 
ment of, 319; inducements to 
refund, 400 ; in purchasing 
control, 340 ; interest in pi^- 
portion to income, 77 ; methods 
of disposing of, 94 ; preference 
for mortgage, 312; provision 
for repayment of, 87 ; rate of 
interest to be fixed on, 84; re- 
funding of Erie, 392; refund- 
ing, 398; remedy for holders 
of, 321; repayment of, at ma- 
turity, 88; reserve for, 80-83; 
railroad security for, 78; re- 
strictions on issue, 83; safe- 
guards for, 89 ; sale of, at a 
discount, 85 ; second and third 
mortgage, 318; serial, 94; sink- 
ing fund, 94; term of, 83; use 
of, 368. 

Bonus, by contracting company, 
112 ; common stock as, 85, 102, 
113. 

Boston & Maine Railroad, as ex- 
ample, 342 ; fluctuations in 
earnings of, 236. 
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Boston Consolidated Gas Com- 
pany, as example, 337. 

Boston Elevated Eailway Com- 
pany, provisions of lease, 381. 

Boyd case, 459. 

Buffalo, Eoeliester & Eastern 
Eailroad, 275. 

Burlington stock, as example, 
325. 

Busk, President, quoted, 408 j as 
receiver, 411. 

Business, a, defined, 74. 

Bydav’s, 38. 

Caldwell, Stephen A., 415. 

California Electric Generating 
Company, as example, 319. 

Call loans, compared to collat- 
eral trust bonds, 326. 

Calumet & Heekla, as example, 
132 j as investment, 119. 

Cambria Steel Company, as in- 
vestment, 118. 

Capital account, readjustment of, 
^385; table of, 401. 

Capital stock, discussion of, 246; 
decrease of, 387; defined, 44; 
in new enterprises, 4, 99 ; meth- 
ods of providing, 267 ; of the 
promoting engineer, 7 ; profits 
as a source of new, 269 ; reduc- 
tion of, 388. 

Capitalization, excessive, 142, 
150; of expenditures, 254; over 
capitalization, 59 ; proper, 143 ; 
reasons for restrictions, 144; 
stock watering, 144-146. 

Car trusts, 431. 

Carnegie Steel Company, growth 
of, 268; guaranteed dividend, 
339; pool dissolution, 350; 
policy of, ,147; threatens com- 
petition, 342. 

Cassatt, President, quoted, 258, 

, 259 . •• 

Central Eailroad of New Jersey, 
320. 


Central Union Telephone Com- 
pany, as illustration, 255. 

Charter, 25, 31, 33; Dartmouth 
College case, 39; defined, 44, 
49 ; Kankakee Packing Co., 40 ; 
preferred stock on, 50; special 
object clause, 40. 

Chelsea Gas Light Company, 339. 

Chesapeake & Ohio Eailroad, 
stock purchased, 259, 339. 

Chicago, Burlington & Quincy 
Eailroad, joint 4s, 327, 328; 
stock, 70, 71. 

Chicago & Northwestern, divi- 
dend policy, 236 ; stock of, as 
investment, 118 ; sale of stock, 
287. 

Chicago & Great Western, as ex- 
ample, 429, 431; cash in reor- 
ganization, 432; plan set forth 
to stockholders, 439, 440 ; state- 
ment of, 438. 

Chicago Bell Telephone Company, 
as example, 79, 81. 

Chicago City Eailway Company, 
as investment, 119. 

Chicago, Milwaukee & St. Paul, 
sale of stock, 287. 

Chicago Eailways Company, as 
example, 274. 

Chicago, Eock Island & Pacific, 
as example, 328, 391. 

Chicago Union Traction Com- 
pany, rates for equipment of, 
196. 

Classification of industries, 73, 
75. 

Clayton law, 364. 

Closed mortgages, form used by, 
314. 

Coal company, in western Penn- 
sylvania, 6. 

Coal land proposition, as illus- 
tration, 6, 15, 17, 21. 

Collateral, selling of, 391. 
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Collateral trust bond, explained, 
3135 of finance companies, 
368; of Erie, 394; puz'pose of, 
326; security of, 324; use of, 
110; value of, 325. 

Collateral trust indenture, fram- 
ing of, 325; provisions in case 
of default, 345. 

Collateral trust mortgages, na- 
ture of, 69 ; safeguards of, 324. 

Colorado Fuel & Iron Company, 
agreement of, 306 ; sale of 
property to meet loans, 385. 

Colorado - Utab Construction 
Company, 106. 

Commercial and Financial Cbron- 
icle, quoted, 2. 

Committee for reorganization, 
method of forming, 428. 

Common stock, as bonus, 85, 113 ; 
defined, 49; discussed, 44; divi- 
dends on, 45, 53; how sold, 
386; in reorganization, 441; 
premiums, 279, 284; prices, 149, 
152 ; purchasing with stock, 
343; reduction of, 386; sale of, 
279; without par value, 59. 

Common stockholders, receipts 
of, 50; position of, 72. 

Community of interests, 355. 

Competition, and prices, 145 ; 
and watered stock, 146 ; at- 
tempt to eliminate, 234; forces 
expansion, 254, 256. 

Conducting transportation, items 
of, 177. 

Consideration, defined, 15. 

Consolidated Gas Company of 
New York, 152; guarantee of, 
320. 

Consolidated Oil Company, as ex- 
ample, 119. 

Consolidation by stock owner- 
ship, 338. 

Construction companies, descrip- 
tion of operation of, 109-113 ; 
reason for, 113. 


Convertible bonds, 307-310; de- 
bentures, use of, 311. 

Corn Products Eefining Co., 313. 

Corporate bonds, endorsement of, 
319. 

Corporate leases, provisions of, 
375. 

Corporation, advantages of, 26- 
31; compared to partnership, 
25, 41; defined, 25, 28, 44; 
issuing stock, 30. 

Corporation law of Germany, 

101 . 

Corporation laws of Great Brit- 
ain, 101. 

Corporation laws of New Jersey, 
31, 32, 102. 

, Corporations, advantages of en- 
largement, 256; bankruptcy of, 
406; bill to control capitaliza- 
tion, 142; consolidation of, 
338; determining values of, 
143 ; dissolution of, 38 ; express 
powers, 46 ; factors in earn- 
ings of, 225; foreign, 43; ^v- 
ernment of, 31; legal position 
of, 354; loans, legitimacy of, 
296; name, 35; majority rule, 
47; New jersey laws relating 
to, 31, 32, 102; personality of, 
36; powers of, 34-41; profits 
determined, 172; regulating 
capitalization, 144; relation of 
stock to prices, 145; source of 
profits, 172; sue and be sued, 
36; where organized, 405. 

Coupons, refunded, 392, 396; 
form of, 64. 

Cowan, John K., 421. 

Cravath, Paul D., quoted, 461. 

Creditors, floating debt, 443; op- 
position of, 420; position of, 
442, 443; relation of, to rail- 
road, 406 ; sacrificing of, 450 ; 
secured, 407. 

Crucible Steel Company, divi- 
dends, 389, 
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Cumulative preferred stock, as to 
assets, 52; defined, 50; policy 
concerning, 51 ; security of, 
341 ; relation to dividend 
policy, 51. 

Cunard Company, as illustration, 
241. 

Dagget, Dr. Stuart, 441, 449. 

Dartmouth College case, 39. 

Debenture bond, attractive fea- 
tures of, 307; defined, 304; in 
Great Britain, 312. 

Debt liabilities, readjustment of, 
390. 

Debts, of partners, 25 ; of corpor- 
ation, 26. 

Delano, Dr. Fred. A., discussion 
by, 199. 

Delaware law, 42. 

Delaware & Hudson, debentures, 
308. 

Denver, Northwestern & Pacific 
Eailway Company, 106. 

Def>reeiation, accounting for, 

190- 197; calculation of, 195; 
causes of, 187; defined, 187; 
illustration of, 189, 190, 191; 
due to, 188 ; sinking fund com- 
pared with, 200; summary of, 
199; Wisconsin Commission, 
provision for, 222. 

Depreciation Eeserve, how made, 

191- 192; for shortage, 194; 
surplus and, 193. 

Deschutes Irrigation Company, 
399. 

Directors, Board of, classes of, 
57 ; control of depreciation 
fund, 222; declaration of divi- 
dends, 209, 211, 227 ; elected by 
preferred stock, 55, 157 ; in- 
terest in stockholders, 285; de-, 
fined, 31; new stock, 280-285; 
of speculative corporations, 
120; policy of, 268; powers, 


32, 42, 44, 48, 55; United 
States Steel, 33, 213. 

Dissolution of corporation, 38, 

Dividends, advantage of stable, 
211; and capitalization, 146, 
147 ; cumulative preferred, 
effect of, 212; defined, 207; 
moral obligation of, 388; of 
different corporations, 207 ; of 
safe investments, 123, 237 ; of 
trusts, 120, 121; on preferred 
stock, 51; on speculative stock, 
130; policy regulating, 269; 
prohibition of scrip, 155; re- 
duction of, 218, 385; reserve 
for, 241 ; safe for railroads, 
237; stock dividend, 242; Uni- 
ted States Steel, 212; with- 
holding of, 270. 

Drexel & Company, 332. 

Earnings, for extension, 268 ; 
railroad, 236; stability of, 75, 
228. 

Edson, President, quoted, 265, 
266. 

Eisner v. Macomber, 244. 

Electric Bond & Share Company, 
owned by General Electric, 
365. 

Electric Eailway Journal, quoted, 
196. 

Electric Securities Corporation, 
owned by General Electric, 368. 

Engineers, method used by, 8, 9; 
mistakes of, 10, 11 ; promoting, 
10 . 

Equipment Notes, 319, 333. 

Equipment Trust Bonds, use of, 
334. 

Equitable Trust Company of 
New York, 66. 

Erie & Jersey Eailroad, 395. 

Erie Eailroad, cash in reorgani- 
zation, 432; common stock, 
387; divisional mortgages, 451; 



468 


INDEX 


prior lien bonds, 315; reor- 
ganization, 303, 453, 454. 

Erie bondholders, proposition to, 
394; statement to, 395. 

Esch-Cummins Bill, 154, 276. 

Excess profits tax, 56, 146, 168. | 

Expenditures discussed, 253. I 

Expert testimony, 9, 128. 

Ealling prices, effect of, 229. 

Farmers, and a promotion, 21. 

Federal Anti-Trust Law, 358, 
365; Federal Trade Commis- 
sion Law, 364. 

Federal Eeserve A-ct, 29.5. 

Federal Eeserve Bank, 292. 

Federal Eeserve System, 295. 

Fields, Marshall, as illustration, 
268. 

Finance Holding Company, col- 
lateral trust bonds of, 369; ex- 
amples of, 368; purposes of, 
370. 

Financial plan, 72. 

Fish, Mr. Stuyvesant, support of, 
285. 

Fixed charges, reduction of, 448, 
449. 

Flagler, Henry M., 319. 

Floating debt, creditors, 444 ; 
funding, 392; of Pressed Steel 
Car Company, 264. 

Florida & East Coast Eailway 
Company, notes guaranteed by 
Mr. Flagler, 319. 

Ford, Mr. Frank E., quoted, 222, 
223. 

Form of coupon bond, 64. 

Fourteenth Amendment, 138, 139. 

Funding of floating debt, method 
of, 392. 

Gates, John W., campaign of, 
278. 

General Corporation Act of Hew 
Jersey, section of, 106, 107. 

General Electric Company, busi- 
ness of, 367 ; dividends of, 


207; relation to finance com- 
panies, 368 ; stock as invest- 
ment, 118. 

General mortgage bonds, posi- 
tion of holders, 452. 

Genesee Eiver Eailroad, 395. 

Germany, laws regulating the 
sale of stock, 101. 

Girard Tinst Company, in Le- 
high Valley ear trust, 332. 

Good will, 35. 

Gould interests, 233. 

Gowen, Franklin B., 415. 

Great Britain, debenture bonds, 
312; investment trusts, 370; 
laws regulating sale of stock, 
101 . 

Great Horthern Eailroad, ex- 
change of stock, 360; ore lands, 
239 ; price of stock, 282 ; privi- 
leges to stockholders, 287, 289 ; 
surplus distributed, 239, 240; 
trust indentures, 70. 

Great Northern, Northern Pa- 
cific, and Chicago, Burlington 
& Quincy, transaction, '^28, 
344. 

Great Western Power Company, 
example of weak guarantee, 
319. 

Gross Earnings, defined, 176. 

Guarantee, objections to, 322 ; 
strong, 320; use of, 319. 

Guarantee Trust Company of 
New York, as example, 315; 
circular quoted, 333. 

Hadley Commission, report of, 
154, 

Harlan, Asso. Justice, 362. 

Harriman, E. H., aid of, to the 
Erie, 303; description of secu- 
rity by, 316; difdculty ex- 
perienced by, 285 ; testimony 
of, 384. 

Harvard University lecture, 42. 

Hayden, W. S., address, 13^ 
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Hepburn Law, and Pennsylvania 
Eailroad, 258. 

Herrick, Eobert P., quoted, 365. 

Hill, J. J., and ore lands, 239. 

Holding companies, advantages 
of, 367 ; defined, 346 ; exam- 
ples of, 368; investment hold- 
ing of Great Britain, 370; 
methods of forming, 367; of 
New Jersey, 356, 359; purpose 
of, 367, 369 ; why formed, 346. 

Home Oil Company, 131. 

Houghton & Gallup, owning 
stock, 443. 

Hudson & Manhattan Eailroad 
Company, 302. 

Hudson Eiver Electric Power 
Company, funding coupons, 
396. 

Illinois Central Eailroad, contest 
for proxies, 287; option by, 
16; privileges for stockholders, 
282; stockholders of, 285. 

Illftaois, laws, 45. 

Illinois Steel Company, relation 
to pool, 350. 

Illinois Tunnel Company, prop- 
erty unfinished, 420; receivers’ 
certificates of, 416. 

Income account, 202; discussed, 
251 ; in reports, 173. 

Income Tax Law, 51, 243. 

Indianapolis Street Eailway Com- 
pany, leased, 376. 

Indianapolis Terminal & Traction 
Company, offer, 376. 

Industries, classification of, 73, 
75 ; how influenced by prod- 
ucts, 230. 

Industry, growth of, 2. 

Injunction, 58. 

Interborough Eapid Transit Com- 
pany, surplus, 335; work of 
maintenance department, 182, 
376. 


Interest, higher when bonds sold 
at discount, 88 ; paid on 
bonds, 84; reduction of, 450. 

International Harvester Company 
case, 363 ; depreciation ac- 
count, 192; dividend, 174; 
form used by, 172-174; re- 
serves, 194, 195. 

International Mercantile Marine 
Company, stock taken in ex- 
change, 343. 

Interstate Commerce Commission, 
cases, 185, 276. 

Investigation, by promoting en- 
gineer, 11, 12; of a property, 
8, 9. 

Investment, relation to produc- 
tion of wealth, 3. 

Investment banker, function of, 
115, 116; work of, 123. 

Investment stocks, characteristics 
of, 119, 122; examples of, 118; 
safe, 123. 

Investment trusts, advantages of, 
371; of Great Britain, 370. 

Investor, and assessable stock, 
101; and watered stock, 146; 
attitude of, 5, 23, 87 ; charac- 
ter of, 122; classes of, 3; de- 
mands reports, 169; preference 
for security, 312 ; privileges of, 
283 ; relation to promoter’s 
profits, 23; rights to profits, 
269; safeguards, 32 ; trust stock 
not popular, 127 ; what will 
buy, 123 ; wishes stability, 209 ; 
■why so named, 118. 

Investors, most important, 123. 

Iron Age, quoted, 147, 349, 350. 

Jarvie, Mr., chairman, 434. 

Junior bondholder, position of, 
453. 

Junior bonds, table of, 454. 
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Kankakee Packing Company, 40. 

Kansas plan, Blue Sky laws, 136. 

Kansas City Southern Eailway 
Company, as illustration, 216, 
217 ; expenditures necessary 
for expansion, 264. 

Keene, James B., charges made 
by, 270. 

Knight, E. C,, Sugar Eefining 
Company, 359, 361. 

Knox, Attorney General, 360. 

Kuhn, Loeb & Company, as ex- 
ample, 157, 158. 

Lackawanna Iron & Steel Com- 
pany, in pool, 349. 

Laeombe,. Judge, quoted, 414. 

Lake Shore & Michigan Southern, 
collateral trust bonds, 328 ; ex- 
change of stock, 340. 

Lake Superior ore deposits, 75. 

Lease, and (preferred) stockhold- 
ers, 56; advantage of, 376; 
bonds secured by assignment 
of, 330; corporate, 374; defini- 
tion of, 373; disadvantage of, 
377; of Boston Elevated, 380; 
of Philadelphia Eapid Transit 
Company, 380; restrictions by 
preferred stock, 56; typical 
proposition, 376; use of, 330. 

Lehigh Valley Car Trust Certifi- 
cates, 330. 

LeEoi Mine, 131. 

Lessor, agreement of, 331; power 
of, 415. 

Liabilities, limited liability, 26; 
of National Banks, 26; of cor- 
poration, 105; of partnership, 
25; readjustment of, 385, 391. 

Loans, classes of, 297 ; security 
for, 56. 

Long Island Eailroad, 4, 64, 260. 

Louisville Trust Co, v. Louisville, 
460. 

Louisville & Nashville Eailroad, 
collateral trust bonds, 278, 329. 


McLeod, President, 411. 

Maeomber, Myrtle, 245. 

Maine law, 42. 

Maintenance, American Street 
Eailway Association Eeport on^ 
218; charges, how made, 184; 
departments, duty of, 177, 182, 
188 ; illustration of work of 
maintenance department, 182; 
items of charges, 214; neglect 
of, 216; objects of car, 219; 
skimping, 219. 

Maintenance of equipment, 176. 

Maintenance of way and struc- 
ture, 177. 

Manhattan Eailway Company, 
provision for maintenance, 
374; lease, 335. 

Maryland and Washington, 456. 

Massachusetts Public Service 
Commission, authorized bond 
issue, 276. 

Mercantile Trust Company of 
New York, 107. 

Merchandise Creditors’ Oomm-H- 
tee of Westinghouse reorgani- 
zation, 434. 

Merger, explained, 336; method 
of, 337. 

Mexican mining proposition, 125. 

Michigan Central Eailroad, 328. 

Mining enterprises, as basis for 
bond issue, 76, 

Minneapolis, St. Paul & Sault 
Ste. Marie, acquired Wiscon- 
sin Central, 343. 

Minnesota rate case, 154. 

Minority protection, 47. 

Missouri anti-combination laws, 
358. 

Missouri Pacific Eailroad, 324. 

Mitchell, Dr. T. W., work of, 282, 
324. 

Money market in 1906, 299. 

Monopoly, defined, 75; feeling 
against, 352; origin of, 75; 
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railroad, 233; -wlen difficult, 
235. 

Morawitz, Victor, 59. 

Morgan, J. P., & Company, an- 
^ nouncement of, 429; as exam- 
ple, 157; as syndicate mana- 
gers, 344; letter of, 164; re- 
funding coupons, 393 ; takes 
bonds, 158. 

Mortgage, clause of, 55 ; col- 
lateral trust, 69; defined, 64; 
example of, 66 ; first consoli- 
dated of Erie, 392; form of 
closed, 314; “open end,” 274; 
safeguards, SO, S3, 90; sub- 
sidiary companies used, 318 ; 
types of, 313. 

Mortgage bond, advantage of, 79, 
312. 

Mortgage Bond Company of 
New York, bonds and mort- 
gages of, 369. 

Morton Trust Company, 448. 

Murray, Oscar G., 421. 

National Banking Corporation, 
26. 

National Bank Law, 291, 

National Geological Survey, 129. 

National Terminal Company, 
bonds, 16. 

Nebraska Maximum Freight Bate 
Case, 151. 

New Hampshire law, 42, 59. 

Newhouse Mines & Smelters, re- 
organization plan of, 441. 

New Jersey, general corporation 
act of, 32, 106; laws of, 31, 34, 
38, 39, 41, 42, 43, 47, 356, 358, 
359. 

Newlands, Senator, bill of, 142. 

New York & Westchester Light- 
ing Company, as example, 320, 

New York Bar Association Be- 
port, 59. 

New York Central, competition 


prevented, 275; purchasing 
control, 328, 340. 

New York City Bailway Com- 
pany, 414. 

New York law, 45, 59, 154. 

New York, New Haven & Hart- 
ford, as example, 236, 262, 
342; debenture bonds, 304, 305, 
307; privileges of stockhold- 
ers, 285. 

New York Stock Exchange, safe 
investments, 123; rules of, 278. 

Norfolk & Western, and Pennsyl- 
vania, 257, 259, 339; reorgani- 
zations, 451, 454, 455. 

Northern Pacific Bailroad Com- 
pany, and C., B. & Q. transac- 
tion, 70, 325, 329, 341, 384; 
contest for, 359, 361; ex- 

change of stock, 455; net earn- 
ings, 448; panic, 278; old plan 
of capitalization, 431; reor- 
ganization of, 456 ; sale of 
stock, 287. 

Northern Securities Company, 
326, 359, 360, 361, 384. 

Northern Sugar Befining Com- 
pany, 354. 

Notes, short term, 298, 300. 

Ohio law, 42. 

Open end mortgage, 314. 

Operating expenses, classes, and 
items, 176. 

Option, definition of, 15; exam- 
ple of, 17. 

Optionee, examples of, 16 ; rights 
of, 16, 17. 

Oregon Bailroad & Navigation 
Company, as security for 
bonds, 326; in reorganization, 
454. 

Oregon Short Line Bailroad, re- 
funding, 326. 

Overcapitalization, 59. 
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Partnership, definition, 25; com- 
pared to corporation, 25, 41; 
disadvantages of, 26-31. 

Par value, 45, 58, 60, 143. 

Pennsylvania law of corpora- 
tions, 38, 43, 45, 59, 356. 

Pennsylvania Railroad Company, 
and the Baltimore & Ohio, 
339; classified freight, 230; 
control of competitor, 360 ; cost 
of maintenance, 215; divi- 
dends, 207 ; gains of, 261 ; 
gross earnings, 231, 232 ; policy 
of, 236, 256; report of, for 
1899, .257; short 'term notes, 
302; specifications of, 179; 
stock as investment, 122 ; stock 
premiums, 280, 286; terminal 
improvements, 260, 270; ton- 
nage, 260. 

Pennsylvania tunnel extension, 
money raised for, 5 ; object of, 
5, 260. 

People’s Gas Company, 151. 

Personality of corporations, 36. 

Philadelphia Rapid Transit Com- 
pany, as illustration, 378-380. 

Philadelphia & Reading Railroad 
Company, in reorganization, 
430, 451; receivership, 411, 
415. 

Pittsburg, Bessemer & Lake Erie 
Railroad, stock guaranteed by 
Carnegie Co., 339. 

Pool, dissolution of, 349; organi- 
zation of Bessemer Steel Pool, 
347, 349; prices, 350; trust as, 
353. 

Pooling agreements, 351. 

Pope Manufacturing Company, 
reorganization plan, 457. 

Postal laws, 139. 

Preferred stock, advantages of, 
50 ; and direelors, 55, 57; as to 
assets, 52 ; attempt to force 
dividends, 209; breach of con- 
tract, 57; charter provisions, 


51; classification of, 50; 
cumulative, 50 ; defined, 49 ; 
dividends on, 51, 72, 453; di- 
vision of, into series, 51; 
funding cumulative dividend, 
388 ; in dissolution, 52 ; injunc- 
tion, 58 ; in reorganization, 454; 
issues of, 50; issue of United 
States Steel, 164 ; participation 
in extra dividends, 52; profits 
from premiums, 203; protection 
of, 51-58; rate of dividend of, 
50 ; sinking fund, 53 ; veto 
powers, 56; voting powers, 
55, 58; whom used by, 51; 
without par value, 59. 

Preferred stockholder, demands 
of, 51; position of, 50, 51, 72. 

Premium stock, issue of, 287 ; 
stock, 279, 284. 

Pressed Steel Car Company, re- 
port of President of, 263 ; 
funding of floating debt, 262. 

Prices, attitude of federal court, 
151, 152; how fixed, 146; in 
pools, 350; of trusts, 
under United States Steel, 233, 
235. 

Private banker, function of, 115. 

Privileged subscription, 281, 284, 
2S5. 

Producer, as investor, 3. 

Production, capital necessary for, 
4; of wealth, opportunities 
for, 2. 

Profits, definition of, 171; dis- 
posal of, 50 ; fluctuation in, 
225, 229, 235, 236; how dis- 
tributed, 207; illustration of, 
228; increase by extension, 
253; interest of investor in, 4; 
making extensions out of, 268 ; 
obtaining new capital for, 269 ; 
percentage of, paid to stock- 
holders, 228; policy of rail- 
roads, 236; policy of United 
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States Steel, 213; principles of 
making, 168; railroad versus 
manufacturing, 229; sources 
of, 175; stability of, 226. 

Profit and loss account, 190. 

Promissory note, defined, 87. 

Promoter, arguments used by, 
IS ; basis of Ms profits, 20, 23 ; 
function of, 6; justification of 
Ms profits, 6 ; local, 7 ; pros- 
pectus of, 128; work of, 6. 

Promoting engineer, advantages 
of, 11, 12. 

Promotion, assembling of propo- 
sition, 14; function of, 6; 
principles of typical, 19. 

Property, non-specialized, 73 ; 
specialized, 74. 

Prospectus, character of, 128; in 
copper, 132. 

Proxies, 285; form of, 46. 

Public Service Commission, and 
Public Service Corporation, 
271; in receiverships, 414; 
New York, 152, 154; Erie bond 
'•issue, 394, 395; power of, 272; 
of Wisconsin, 154. 

Public Service Corporation, and 
capitalization, 185 ; as bond 
security, 76; case of, 152; 
dividend allowed, 281; in Mas- 
sachusetts, 271, 281; rate of 
interest, 84. 

Pullman Company, cars leased 
from, 422 ; stock dividends, 194. 

Quarterly Journal of Economics, 
quoted, 282, 324. 

Quick Assets, 82. 

Eailroad, and construction com- 
panies, 109; as monopoly, 233; 
basis of bonds, 76; character 
of property, 405; community 
of interest, 234 ; consolidation 
of, 359 ; earnings, 229, 231 ; 
effect of bankruptcy, 406; 


equipment trust obligations, 
333; mortgage, 299; rentals, 
450; safe development, 237; 
short term notes, 302; use of 
lease, 330; use of subsidiary 
companies, 318. 

Eailroad expenses, two classes of, 
176. 

Eailroad Securities Commission 
Eeport, 60, 155. 

Eailway and manufacturing in- 
dustries, distinction between, 
232. 

Eailway Gazette, quoted, 199. 

Eailway profits, protection of, 
233; stability of, 236. 

Eeading E. E. Co., 451, 454. 

Eeceiver, authority of, 411; cer- 
tificates of, 415, 420; duties 
of, 411, 412; form of certifi- 
cates of, 416; reason for ap- 
pointing, 409, 411; report of, 
417. 

Eeceiver’s certificates, allowed by 
court, 420 ; form of, 415. 

Eeeeivership, cause of, 412; de- 
fined, 409, 424; reasons lead- 
ing to, 408, 

Eef unding, methods of, 402. 

Eefunding bonds, economy of, 
399; reason for, 87, 398. 

Eeorganization, cash required, 
426, 432; defined, 425; North- 
ern Pacific, 460; of capital ac- 
count, 383; plan of, 430; re- 
ducing fixed charges, 448 ; ob- 
jects of, 426, 427; stock with- 
out par value, 61. 

Eeorganization plans, feature of, 
457. 

Eeports, form of, 173; import- 
ance of, 169; what included, 
170. 

Eepublie Iron & Steel Company, 
provision of mortgage of, 82 ; 
recovery of, 389; suspension of 
dividends, 83. 
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Eeserves, liow handled, 195. 

Eevennes, disbursement of, 413. 

Eichmond & West Point Termi- 
nal, reorganization, 450 

Eight to sue, 34, 36. 

Eising prices, effect of, 229. 

Eoadbed of Pennsylvania Eail- 
road, cross-section of, 178; 
specifications of, 179“-181, 

Eoanoke and Southern, 456. 

Eochester, Corning, & Elmira 
Traction Company, as exam- 
ple, 273. 

Bock Island Company, collateral 
trust bond, 324, 32^ 

Eogers, H. H., use of Ms credit, 
319. 

Eubber Goods Manufacturing 
Company, 342. 

Eule of reason, 362. 

Eyan, Thomas P., 448. 

St. Louis & San Praneisco Bail- 
road Company, refunding, 400, 
454; surplus, 402. 

St. Louis & Southwestern Bail- 
way, 320. 

San Diego Consolidated Gas & 
Electric Company, as example, 
93. 

Seaboard Air Line, adjustment 
plan of, 442. 

Second mortgage holder, 453. 

Security Investment Co., 436. 

Securities, and fluctuating pro- 
fits, 227 ; broad market for, 
157; prices, 210; sale of, 114; 
to bankers, 116; two kinds of, 
118. 

Security issues, kinds banks will 
buy, 118 ; sale of industrials, 
127. 

Self -liquidating paper, 296. 

Seligman, J. & W., syndicate of, 
400. 

SeriaL bonds, advantage of, 94, 
95. 


Share, defined, 30, 44. 

Shareholders, rights of, 46, 49. 

Shepard, Edward M., 59. 

Sherman Anti-trust law, 234, 
353, 358, 362, 367; illustration 
of, 234, 361. 

Short term notes, security of, 
303; when advantageous, 301, 
302. 

Sinking fund, assets, 192; classes 
of, 89 ; comparison between de- 
preciation and, 200; disposing 
of bonds, 94 ; investing the 
fund, 93 ; method of managing, 
90-94 ; refunding and, 398 ; use 
of preferred stock, 53; use of 
serial bond, 94; when needful, 
89. 

Snow, P. E., quoted, 337. 

Southern Pacific Eailroad, 270, 
326. 

Southern Bailway Company, in re- 
organization, 454 ; mortgage, 
SOI; notes, 300; purchase of 
Tennessee Central, 16 ; short 
term notes, 300-30k ^ 

South Sea Company, 134. 

Southern Securities Company, 
360. 

Southwestern Securities Com- 
piany, 360. 

Specifications, of Pennsylvania, 
179. 

Speculation, elements of, 120, 
122; illustrated, 119; trust as, 
121 . 

Speculative securities, sale of, 
127. 

Speculator, and trust stocks, 
127; as promoter, 133; char- 
acter of, 122; inducements to, 
127, 130, 131; interest in con- 
vertible bonds, 308, 309; line 
of, 134; why so named, 122. 

Speyer & Company, as syndicate 
managers, 158, 161, 286; plan 
of, 391. 
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Standard Oil Company, 149, 356, 
358, 361; stock, 118. 

Standard Oil Trust, effect of, 
352; declared illegal, 354; 
prices of stock, 149; problem 
solved by, 355. 

Stetson, Francis Lynde, 59. 

Stock, as collateral, 325-328 ; 
assessable, 99 ; assessment 
loans, 297 ; character of indus- 
trials, 127; character of public 
corporations, 169 ; classes of, 
49; changes to bonds, 389; 
common in reorganization, 454 ; 
convertible, 307, 309; defined, 
44; distribution of, 111; divi- 
dend, 243 ; fraudulent, 139 ; 
guaranteed, 321; how reduced, 
389; increase of amount of, 
279; in place of bonds, 289; 
issue of, 91, 279; method by 
which acquired, 340 ; method of 
consolidating by, 366; method 
of selling, 127; of Erie, 387; 
^ar value, 45, 58 ; premium, 
280, 287 ; prices of common, 
149; prices dependent on divi- 
dends, ■ 211’; privileged sub- 
scriptions, 281-283; purchasing 
control, 240, 258 ; right of 
holder#, 46, 49 ; sale of, in 
Europe, 101 ; selling at par, 
279, 287; speculative, 121, 123; 
stock ownership, 338; treasury, 
112; watered, 49, 143-155; 

voting powers of, 47. - 

Stock trust certificate, 343. 

Stockholder, liability of, 42, 
105; ownership, 44; privileges 
of, 281; rights of, 58, 59; 
standpoint of, 342-344, 368; 
value of privileges, 282, 289. 

Stockholders, approval of, 33; 
classes of, 50; control of 
proxies of Illinois Central, 285 ; 
distributing profits to, 207; 


effect of sales of new stock on 
old, 279, 284; in Seaboard, 
442 ; position in reorganization, 
433, 437; powers of, 31, 36; 
proposition made to, 342, 378; 
public and, 154 ; speculative 
profit of, 398; U. S. steel, 33. 

Stocks, investment, 118, 123. 

Stocks and bonds, by whom held, 
169. 

Stone & Webster Corporation, 
banking department of, 12. 

Stotesbury, E. T., agreement of, 
332. 

Street Eailway Journal, quoted, 
182. 

Stringency of money, illustrated, 
300. 

Sturgis, C. I., quoted, 196. 

Sub-syndicates, 163, 

Suburban railroad, failure as 
financial proposition, 9. 

Sugar Trust, 352, 357, 359. 

Surplus, and collateral trust 
bonds, 368 ; and depreciation 
reserve, 193; as reserve, 241; 
defined, 172, 174, 242; illus- 
tration of, 239; of C., B. & Q., 
325; of Erie, 395; policy of 
United States Steel, 213, 

Surtax, 243. 

Syndicate, assessment in reorgan- 
ization, 439; for construction 
company, 111; for St. Louis 
& San Eraneisco, 400; in coal 
land proposition, 7,^ 18; in re- 
funding, 393, 394; Lehigh Val- 
ley Car Trust, 330; necessity 
of, in reorganization, 448; 
organization of, 19, 157, 158; 
Seaboard, 442; suburban rail- 
road, 9; underwriting, 156, 
159; Western Maryland, 448. 

Syndicate agreement, 161. 

Syndicate dissolution, illustrated, 
164-166. 
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Syndicate Managers, allotment 
of subscriptions, 159; charac- 
ter or transaction, 163 ; who 
is, 157 ; work of, 7, 8, 9, 159. 

Syndicate transactions, feature 
‘of, 163. 

Tennessee Central Eailroad, as 
security, 302; bonds, 302; 013- 
tion, 16. 

Third Avenue Eailroad, 417. 

Towne v. Eisner, case, 245. 

Treadwell Mine of Alaska, as 
example, 131. 

Treasury stock, 102, 112, 239. 

Trust certificates, how dealt in, 
351, 357. 

Trust Company, attitude toward 
speculation, 125 ; represent 
creditors, 63. 

Trust Indenture, 70, 93. 

Trustees, authority of, 404; in 
ease of default, 68, 70, 71; 
need of, 63 ; of sinking fund, 
90-”93; transfer to, 66; work 
of, 351. 

Trusts, Allis-Chalmers, 120; at- 
tack on, 353, 354; changes in, 
356; character of securities, 
122 ; competition eliminated, 
351; dividends of, 120, 121; 
legal position, 354, 362; rail- 
roads, 359 ; results of attack 
on, 354; sale of securities, 127; 
Sugar Eefining Company, case, 
359; weakness of, 353. 

T;^’pieal promotion, principles of, 
19. 

Underwood, President, announce- 
ment of, 392. 

Underwriting, by banks,. 158. 

Underwriter’s Syndicate, allot- 
ment of, 159; definition, 156, 
167; for Pennsylvania Bail- 
road, 286; how organized, 158; 
provisions of agreement, 161; 
profits, 344. 


United Gas Improvement Com- 
pany, 285. 

Union Pacific Eailroad Company, 
and Southern Pacific, 270; 
debentures, 307; dividends, 
207; mortgage of, 315-317; net 
earnings, 448 ; prohibited from 
increasing debt, 324. 

Union Traction Company, leased, 
378; proposition made to, 380. 

United States Eubber Company, 
argument .of, 342. 

United States Shipbuilding Com- 
pany, as example, 448. 

United States Shoe Machinery 
Company, case, 363. 

United States Steel Corporation, 
and Sherman Law, 366; as 
example, 149 ; bond conver- 
sion, 391; capitalization, 33, 
44; Carnegie threatens compe- 
tition, 342; case decided, 363; 
competition eliminated, result- 
ing policy, 147 ; control of raw 
material, 75; depreciation ac- 
count, 191; dividends, 207, 
212, 213; dividend policy, 213; 
extent of monopoly, 234; fail- 
ure of, regarding prices, 235; 
Gary plant, 270; gross earn- 
ings, 231; guarantee of lease, 
239; holding company, 366; re- 
port of, 169, 170; stability of 
prices, 233 ; stock conversion, 
164; stockholders, 33, 34; syn- 
dicate, 163. 

United States v. E. C. Knight & 
Company, 361. 

United "Verde Mine, dividends of, 
129. 

Utica & Mohawk Valley Eail- 
road, mortgage of, 81. 

Vested interests, 153. 

Voting Trust, Kansas City 
Southern, 216 ; Pope Manufac- 
turing Co., 457. 

Voting Trust Certificates, 458. 
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ship of, 264; proposition of, to 
stockholders, 434, 436; stock 
of, 121, 

West Virginia, 42. 

Wheeling & Lake Erie, 303. 
Whiskey Trust, failure of, 352. 
Whitridge, Frederick W., report 
of, 417. 

Wicker sham, Attorney General, 
quoted, 42. 

Willeox, Win. K., et al., 152. 

Wire Nail Association, 34S. 
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